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ABS DRA CT 


This thesis is an assessment of concerns expressed by 
government sources regarding the extent and the impact of 
current shipbuilding contract escalation coverage. The 
review encompasses the evolution of the current coverage and 
provides an examination of; how and why it has come about, 
the complexity of the escalation claus=, the extent of 


coverage and the effects of the current clause. 


The analysis emphasizes the change in ¢the Navy's 
appreach to escalation coverage that has occurred since 
mo 2 . ity was concluded; eid=.) che Ship “acquisition 
environment has influenced the development of the current 
escalation clause, that escalation coverage has become 
progressively more comprehensive and that the use of the 
current escalation clause does have some adverse effect on 


*he shipbuilding process. 
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A. FACK GROUND 


Tiscussion with officials involved in the United States 
Navy (Navy) ship acquisition process at the systems command 
level disclcsed concern over current contract escalation 
clauses. The concern was due specifically to the extent of 
coverage and with the complexity of the clause. It was 
suggested, by systems command personnel, that an objective 
assessment of the current escalation coverage be performed. 


The author's research indicated that the evolution of 
ship acquisition contractual arrangements and the clauses 
contained within have been influenced to a large degree by 
the environment involved. It became evident to the author 
during the research process that the three most influential 
factors within that environment are, the complex design and 
construction process, political forces and the requirement 


to build all ships in commercial shipyards. 


The author's research indicated that construction of 
Navy ships is a long term undertaking which can take 
anywhere from three to seven years depending on the size of 
the ship and the complexity of design. The complexity 
involved becomes apparent when the requirement itself is 
examined. The ships in question must be able to accomodacze 
some of the most sophisticated weapon systems developed <o 
date. They must be able to sperate for sustained veriods of 
time under either conventional or nuclear power. The sheer 
Size and operaitonal requirement for some ships provides 
some indication of the complexity entailed. 





The modern aircraft carrier has to be able to operate at 
high speeds, launch and recover the most sophisticated 
combatant aircraft in existence and provide suitable living 
and working accomodations for up to six thousand péople. 
Another example of size as an indication of the complexity 
of the requirement is the modern fleet ballistic missile 
submarines. These submarines are almost as long as two 
football fields, as wide as a city bus is long and are able 
to carry and launch 24 long range missiles that weigh up to 


@o tcns each. 


The long *erm nature and complexity involved in 
Shipbuilding are discussed because they are determinants of 
risk which directly influences contract type and contract 
provisions. AmecheL smeuc tO the contract risk involved is 
the fact that ship design is by its very nature subject to 


continual change. 


The author's research indicated that the acquisition of 
Ships involves political ramifications because required 
funding has to come about as a result of congressional 
legislation. It was learned that the high cost of ships is 
reason for continuous debate and concern over methods of 
acquiring them and requires extensive justification on the 
part of the Navy. A review of the United tates (U.S.) 
Congressional record indicated that the Conaqress as guardian 
of public funds is normally not in favor of open ended cost- 
Myee Shivobuilding contracts. Another very important reason 
for political interest is the number of jobs that can be 
provided to a particular geographical area. A major 
Shipktuilder in the J.S. can employ thousands of workers. 
This can afford shipbuilders a sound political base from 
meen tO influence Navy contracts. Other aspects of the 
political/congressional process that have a significant 





impact on contractual arrangements with the shipbuilders are 
the socioeconomic requirements mandated by federal law. 
These requirements are very often implemented by means of 


Government contracts. 


The initial research efforts found that the third factor 
that has influenced contractual arrangements is the lack of 
alternative Goes truer iuen facilities. Regarding +he 
construction of Navy ships, the accepted practice is that it 
be performed in commercial shipyards. Because of this the 
Navy has allowed its inhouse capability to design and build 
Ships to deteriorate causing the Government to have limited 
flexibility in cases where there are disagreements with 
Shipkuilders over contract costs, delivery schedules, 
specifications or clauses. This Situation can be a 
difficult one for the Navy especially when «he goals and the 
requirements cf the parties are considered. The author's 
research indicates that the Navy is constantly constrained 
by the urgency of acquiring ships to provide for the defense 
See cue COuUNnt ry. The major shipbuilders on the other hand 
are not so constrained and are concerned primarily with cash 


meow and profits. 


ametner difficult aspect of buying ships commercially is 
that the Navy is required to obligate shipbuilding funds 
appropriated by Congress ina timely fashion. Contractors 
hw@Owing this, G_gmestretchwout negotiations in . pursuit of 
higher prices and more favorable contract provisions. I+ is 
also important to note that the majerity of the major 
Shipbuilder's business is with the Navy because commercial 
ship construction has migrated Temeor= ign. Vaeasis A 
Situation has resulted where the Navy and the shipbuilders 
have little alternative but to ieal with each other. Pees 


mim auchor's opinion that due to the urgency of the 





requirement and the largeness of the business entities 
e ‘= e e e e 8 

involved in shipbuilding the Navy is at a disadvantage in 

the acquisition process and must make contractual 


concessions to acquire ships. 


mits belief discussion "of the important factors that 
influence the ship acquisition precess is necessary prior to 
an evaluation of the use of a current contract provision 
such as the Escalation clauses. As stated before the reason 
is that these factors influence the kind of contractual 
arrangement the Navy mus* enter Ae -wWeseh private 
shipbuilders to acquire ships. The arrangemen+ is the 
mesuit Of the contract type and the terms and conditions 
that make up the contract. PELOr =O 4 discussion of “a 
meeeacualr provision contained in shipbuilding contracts 
such as the escalation clause, it is also necessary to 


understand the type of contract in use toiay. 


There are two basic contract tvpes used for the 
Bequisition cf ships by the Navy. They are the fixed price 
type and the cost type. The major difference between these 
two types of contracts is the allocation of cost risk to the 
meeties tothe contract. mice Laxeamprice type of contrac. 
provides for the assumption of the majority of the cost risk 
by the contractor whereby the cost type contract allocates 
the assumpticn of the majority of the Sisk: +O els 
Government. A study prepared by the Assistant Secretary of 
the Navy {R8ef.1}] indicates that most shipbuilders would 
favor a cost type contract when «here is a high degree of 


risk involved. 


There is some merit associated with this considering the 
risks associated with Navy shipbuilding due +0 length of 
eonstruction, complexity of design which is subject to 


constant change and the existence of federally mandated 


10 





requirements. The Navy on the other hand has generally 


mavocated the use cf the fixed price type of contract to 


acquire ships. There is merit to this argument which 
emphasizes keeping costs down, Sreoviadi ng s2mcentive for 
effective management, incentivizing timely delivery and 


aiding in the process of budgeting and managing appropriated 
munds. Arguments for either position can be convincing and 
+herein lies a problem of devising a contractual arrangement 
to accomodate the desires and needs of both the shipbuilder 
and the Navy. Interviews with Navy headquarters parsonnel 
indicated that ships acquired by the Navy are being built 
Under a fixed price type contract. There are some ships, 
however, being DID Eee Ll COsteueyme CONS racts. These are 


normally <¢he first ship of a new class because it i 


97) 


(D 


considered more equitable for the shipbuilders given th 
of 


eaeps. This iS Significant in that it is an indication of a 


complexities and unknowns affiliated with a new class 


eet on thinking regarding the allocation of cost risk 
under Navy shipbuilding contracts. Die -COSt ype" Conte ac® 
mepows the Shipbuilder to shift almost all the cost risk 
associated with ship construction to the Government. This 
Mme 6 6OL «6COntracting)6«€©61s at the opposite end of the risk 
spectrum from the Firm Fixed Price (FFP) contract. It was 
determined through interviews with systems command personnel 
that at one time the FFP contract was considered the most 
effecient and effective way to buv ships. 


Ponetaces Used for the acguisition of ships other than 
the leadship of the class are of the fixed price type and 
ace called Fixed Price Incentive Fee With Economic Price 
Adjustment contracts (FPI/Escalation). Appendix A was taken 
from the DOD Incentive Contracting Guides, Iki i. Wel jeand 
provides a brief discussion of this type contract. The 


development of this form of fixed price contracts is 


11 





Significant because it has allowed the Navy to acquire ships 
and at the same time accomodate the demands of concerned 


Navy personnel, the congress and +he shipbuilders. 


The FPI/Escalation contract has allowed the Navy to 
satisfy elements within its organization that have shown 
extreme concern over the use of cost type contracts. The 
FPI/Fscalation contract is also advantageous politically in 
that it keeps the Navy from having to tell the taxpayer and 
the Congress that very costly items are being bought from 
industry under cost type arrangements. Ths = Kind of 
contract is advantageous to shiobuilders because it shifts 
much of the cost risk associated with the length of 
construction and the complexity ef design 72° “he 


Government. 


The significance of this contractual arrangement is that 
althcugh it is of the fixed price variety it represents a 
Substantial shift toward risk sharing features of a cost 
type arrangement. The specific features of this contractual 
arrangement are the escalation clause, the incentive sharing 
provisions and the ceiling PErco wu DEev: SLOU. These 
provisions have evolved in some cases to the point where the 
contract has literally become sost type in nature. fans 
necessary to have some understanding of contract ‘types 
because the author's research indicates that i+ has had an 
influence on the development of «the current escalation 
clause. 


B. OBJECTIVE/SCOPE 


It is the objective of this thesis to depict how and why 
the current method of escalation coverajye has come about, 
why the clause is so complex, if the clause provides 


excessive coverage and if the clause is having an adverse 


12 





mneended 2hat an 


t~ 
Wi 


impact on the shipbuilding process. js 

assessment of this type will allow those involved in the 
acquisition process an opportunity to make a determinatioa 
Seruture action concerning shipbuilding sontract ¢scalation 


provisions. 


The scope of the ‘thesis will be to demonstrate the 
escalation clause in the ship acquisition environment, 
describe shipbuilding contracts and the evolution and 
provide an analysis of current escalation provisions. 
Particular emrhasis is placed on the transition from a fixed 
expenditure phasing type escalation clause to an actual 


expenditure phasing type clause. 


The paper is not an attempt to show that either the 
Shipkuilder or the Navy is Bagh: Or wiwnong <cegqarding 
contractual arrangements and particularly the escalation 
Srause. It is an attempt to provide the opportunity to look 
objectively at shipbuilding contract escalation coverage. 
In reviewing the current shipbuilding escalation provisions 
Mteis necessary to understand that it is the product of an 
ongoing process that has been in progress since the pre 
World War II period. The author has s2lected the period 
from 1962 until the present as the period of significance. 
It is also necessary to keep in mind «+hat the current 
escalation prcvision is the result of the efforts of two 
very large and powerful entities, namely the United States 
Government (Gevernment) and the corporaté organizations thax 


own the shipbuilder. 
oA METH ODCLOGY 


ime approach =o the problem will be one utilizing 
content analysis, informal interviews, a literature search 


and personal experience. The interviews were conducted with 
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individuals at the Navy headquarters level and field 
activities who were knowledgeable in the Navy ship 
acquisition process. The individuals include those working 


with major ship acquisition programs, contracting personnel 
and Department of Defense (DOD) auditors. The author's 
experience includes assignments with two major shipbuilding 
acquisiton programs and with the claims group established by 
meme. Navy in 1976 to aid in settling najor shipbuilding 


claims. 
D. THESIS ORGANIZATION 


The first chapter provides information concerning the 
environment that influences the acquisition process. Ihe 
also provides some background information concerning the 
contractual arrangements with najor shipbuilders. les 
intended that the results of research in these +wo areas 
will provide the basis for determining how and why the 
Sieren= escalation clause has evolved to what it is «*oday. 


Chapter II will explain the purpose of escalation 
clauses, Tt will provide some understanding of the basic 
operation of escalation clauses used in contracts for Navy 
ships. PE2en tO. GOing to Chapter III and reviewing 
developments in escalation coverage over the recent past 
(1962 - 1982) some historical background will be provided. 
This chapter is intended to help the reader understand how 
these clauses started,what thelr purpos? is and how they 
operate. 


Siapter IIT will provide an in depth review and 
comparison of the significant changes in escalation coverage 
over the past 20 years. Heewas GUtIng chis period thaz a 
drastic change in the way the Navy provided escalation 


coverage came about, and that the concept of reimbursing the 
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Gemeractor for almost all of the effects of inflation was to 
occur. It is intended that the research effort in this area 
will answer questions pertaining to the increase in 
complexizy and the amount of coverage provided. The effort 
Will also provide more of the answer to the question of how 
and why the current clause got to be as it is today. 


Chapter IV will analyze the effects of the transition 
from the 1962 escalation clause to the 1975 clause. The 
analysis will determine the desireable and undesireable 


effects of the transition. 


Chapter V will provide a summary and conclusion of the 


research and analysis. The author will provide 
recommendations concerning future Shipbudiding: comtract 


escalation coverage. 
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A. INTRODUCTION 


Prior to an analysis of the current shipbuilding 
escalation clause 1% is necessary +> have a general 
understanding of the purpose of escalation clauses, how «hey 
operate and their historical developmen+. The Nis «en seer 
aspect of Chapter II will be up through the development of 
the Navy's 1975 Standard Escalation clause. Chapter III 
will analyze the developments in escalation coverage from 
1962 through the present. 


B. PURPOSE OF CLAUSES 


The term "escalation" is used here ts describe the post 
contract award cost increases incurred as a result of higher 
labor and material costs in the shipbuilding industry. 
Stated another way, the term is used to iescribe the impact 
Mewautlation on contract costs during the period of ship 
Bonstruction. 


Escalation provisions are Maeludes in shipburzldings 
contracts for Navy ships +9 alleviates +he effects of 
inflation on the contractor's labor and material costs. The 
Defense Acquisition Regulation (DAR) Beec. io), indtcatss 
that there nay be Economic Price Adjustments to fixed-price 
type contracts, “when the contracting officer determines 
that price adjustment provisions are nécessary...2t0 protect 
the contractor and the Government against Significant 
meeemenmsc Lluctuations in labor or material costs..."f Ref. 
a |. The Navy currently uses a Cost Index Method of 
providing escalation coverage which, according to the DAR, 


16 





is “designed to minimize contingency pricing", and is 


recommended when: 


1. There will be an extended period of erformance with 
Significant costs to be incurred beyond one year after 
commencement of contract perofrmance. 


2. The Contracs amount subject =o adjustment is 
substantial. 


3. The economic variables for labor nd material are 
etermined to be tco unstable to reflect a reasonable 
division of risk between the parties absent economic 
price adjustment provisions.f Ref. 


Escalation provisions are only applicable to fixed-price 
type contracts. Cost type contracts do not require 
escalation coverage due to the fact that the Governmen« 
assumes the majority of the cost risk and is commmitted to 
reimkursing a contractor for 2ll allowable and allocable 
costs. Support for the current use of the Cost Index Method 
me economic price adjustment is that it is thought to 
minimize contingency pricing by requiring shipbuilders to 
submit their price proposals in Base Month dollars. Under 
this kind of clause, payments of the basic contract cost 
(basic Costs) are made periodically, are based on physical 
progress with an adjustable billing base, and are calculated 
in Base Month dollars. The payment of escalation is 
calculated separately on the basis of an agreed to index and 
on the actual incurred costs. 


The intent of the escalation provisions currently used 
BomNavy Shipbuilding contracts is <«o0 consider «he long tern 
aspects and complexity involved in the process, #> remain 
Within the DAR provisions, but accomodate the shipbuilding 
process and provide an arrangement whereby the shipbuilder 
iS approximately compensated for inflationary effects. The 
author's research indicates that the mechanics of this kind 
of clause are intended to recognize the fact that the 
Shipbuilder maintains some control over the degree to which 


his costs are affected by inflation. 


17 





jm CRPERATION OF CLAUSES 


The operation of the Cost Index Method of economic price 
adjustment currently used in Navy shipbuilding contracts 
requires a labor and material index. The material index 
used is termed the Material Index for Steel Vessel 
Contracts. It is made up of the elementary Bureau of Labor 
Statistics material indexes for Iron and Steel, General 
Purpese Machinery and Electrical Machinery ard Equipment 
(Ref. 4]. This material index has been criticized because 
it does not include inputs for many of the other materials 
mame GO into the construction of a ship. The author's 
research effort indicated that the advantage of this index 
is its simplicity in that the use of a few elements that are 
very familiar to the shipbuilding industry provides for 
increased predictability which is of primary importance in 
miempricing Of long term Shipbuilding contracts. Increased 
predictability is significant in that shipbuilders generally 
aeeicach pricing by fully forward pricing the anticipated 
contract and subtracting out an estimate of escalation to be 
recovered under the escalation clause. The more predictable 
the estimate of escalation the less opportunity there is for 
wee OElLcCIing OL Underpricing the contract. 


The labor index used to facilitate current shipbuilding 
escalation provisions is the Index of Average Hourly 
Earnings for Steel Vessel Contracts. CAS: “  ndewaes 
Seacilated. for the Navy by the Bureau of Labor Statistic 
and published monthly. mores Sased Cn labor data inputs o 
stIlaight-time hourly wages from 17 private shipyards. This 
input is voluntarily submitted and does not include shif 
aeeeterentials, Overtine premiums, or holiday premiums. 
First-line supervisory wages are reported as direct labor. 
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The escalation payment calculation (greatly simplified) 
mos a monthly period under current Navy shipbuilding 
contract provisions is as shown in Exhibit II-1. It was 
taken from NAVSEA data. 


MONTHLY CHANGE CONTRACTOR'S 
ESCALATION = IN THE X ACTUAL INCURED 
PAYMENT INDEX Ceol 


Exn2pit ©re-| 
SIMPLIFIED ESCALATION CALCULATION 


There can be Some variation in this calculation depending on 
the desire to arrive initially at either the escalation 


GOsts or the base contract costs. 


The escalation calculation is intended to be carried our 
in three operaticns, treating direct labor costs, mnaterial 
costs and indirect costs separately due to differences in 
applicalble index and/or fraction of costs covered by the 
escalation provisions. Heme hy escalation payments, 
calculated as noted, are paid throughout the life of the 
contract subject to delivery constrained limiting dates and 
mee iamating dollar amounts. Escalation payments are not 
made on incurred costs which exceed th2 contract ceiling 
price identified in the incentive sharing agreement. The 
eucrent escalation provisions provide ee)ng frequent 
reimkursement of cost increases incurred 2s long as they are 
Within the agreed upon dollar limits. The provisions also 
provide for payment of escalation outside the contract 
incentive pricing arrangement. By means of the Payments 
clause, payment of the basic contract price is made ona 
percentage of completion basis. 
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In summary the escalation clause is EOmpEOcect the 
Government and shipbuilder against economic fluctuations and 
to eliminate contingency pricing. Memeo ehracion Of CUrrent 
clauses are based on labor and material indices derived from 
BLS data applied to shipbuilders costs to determine his 
increase or decrease in expected costs due to inflation. 
This is an overview of current escalation provisions. A 
more in depth analysis will be provided in chapter II under 
the heading cf the 1975 standard clause. 


Dee HELSTORICAL PERSPECTIVE 


The escalation clause that is currently being used in 
major Navy shipbuilding contracts has its basis in the fact 
+hat escalation payments are computed using the contractor's 
meeual incurred costs. It is the result of a clause that 
was devised in 1975 by the Navy which has undergone constant 
revision. The author's research mra2:cates that this 
revision has been as a result of «the demands of 
Shipktuilders, and in keeping with the Navy's apparent policy 
©f in fact relieving the shipbuilders sf as much of the 
miemeness risk of inflation during ship construction as is 


possible. 


There is one other primary Shay DUM deng ~ contrac= 
escalation clause that has been used by the Navy during the 
pericd of the last 20 years which is the Fixed Curve Clause 
devised in 1962. The operation of ‘this clause is based on 
the premise of a fixed baseline in terms of cost subject +o 


escalation ard the *ime phasing of those costs. 


It is interesting to note that the Fixed Curve clause 
was developed during a period when the Navy was buying ships 
On a Fixed-Price basis. After the Navy determined that it 


WaS more prudent to institute a new concept of contracting 
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Bee ShipS ~in the form of Pixed Price Incentive (F PTI) 
contracts, it became necessary to eventually modify the 1962 
escalation clause. RECON eGacteinGg §£05) Ship construction 
came into being in the 1960s ani was viswed as a less rigid 
form with a shifting of the assumption of some cost risk 
from the shipbuilder to the Government. The Fixed Curve 
escalation clause (1962) eoieewnued £5 be used in FPI 
contracts until 1975 when the Actual Cost clause (1975) was 
developed. This clause was definitely less rigid than the 
1962 clause and very much in keeping with the shifting of 
tisk ccencept embodied in the FPI contract. Research 
indicates that this occurred as a result of factors such as 


product complexity and business pressures. 


A literature search conducted by the author revealed 
that escalation provisions currently used in shipbuilding 
contracts are a by-product of certain types of price 
redetermination provisions that were used prior to World War 
ene "Price redetermination" provisions were normally used 
in ccntracts where the Gcvernment might have reason to think 
shat the contractor's proposed price was unreasonably high 
and wanted to make provision for downward repricing based on 
contractor submitted cost data for partial completion of the 


eencract. 


It was during the 1939-1941 time frame that the Navy 
began using escalation clauses in all of its contracts to 
deal with the increasing problem of inflation. THe) i hae ea. 
Kind was a labor and material index clause. THiS eye oe 
clause provided for a percentage of changes in specified 
labor and material indices to be applied to a contractor's 
actual expenditures. This approach to escalation recovery 
1s conceptually very Similar to Gueren= ~ Shipbusiding 


escalation provisions whereby recovery is based on actual 





mmcurred COSTS. The literature on this subject indicates 
that there was GGORnCeGrn  CVer the use of they actual 
expenditure basis of escalation recovery in that it was 
allowing an increase of costs on an increase already 


contained in the contractor's actual expenditures. 


After World War II the Navy devised <+wo escalation 
clauses in an attempt to accomodate contractor's demands for 
protection against rising costs. One clause was for labor, 
ema upon completion of the contract provided for a one time 
escalation of direct labor, based on agreed estimates of 
average hourly wage rates and total hours of labor. The 
other clause dealt with material escalation costs in the 
same manner, on the basis of agreed to estimates of 
quantities and prices of raw materials. In both clauses the 
price adjustment was constrained by a fixed dollar ceiling. 
These clauses were eventually modified *0 provide for 
downward as well as upward price adjustment which is still a 
viable concept aioe current shipbuilding escalation 


provisions. 


In 1956 the Navy began using a somewhat different 
appreach to escalation coverage in shipbuilding contracts. 
Anew clause was devised which provided for a dollar for 
dollar reimbursement on subcontracts ania material index 
for use in escalation recovery on raw materials cost. A 
regicnal labor index was used in determining escalation 
recovery on direct and indirect costs. In 1959 this clause 
was revised to use a material index developed by the Navy 
and the Maritime Administration for all escalation recovery 
on all material costs, eliminating the pass -heu 


reimbursement «ype coverage for subcontract costs. 


ma 1962, a standard shipbuilding contract escalation 


Clause was devised by the Navy. The regional labor index 
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used in the 1959 clause was replaced with a national labor 
index that was originally based on the average straight time 
hourly earnings of twenty-one selected shipyards. The 
material index remained the same as that used in the 1959 
clause. The last major conceptual change in shipbuilding 
escalation clauses was in 1975 when the Navy developed the 
Actual Cost clause. Tou date, the significant changes 
regarding the use of this clause have been in the area of 
using separate indices for escalation coverage of certain 
Costs, direct pass through escalation coverage for 
government caused increases, and inproved escalation 
coverage past the contract delivery dats until the actual 


delivery date. 


iments Interesting to note that the concep* of escalation 
recovery in the form of direct pass throughs, appears +o 
have some precedent in the early years of escalation clause 
development. TiemauenoLes site ratite Search indicates that 
it was referred to as autecmatic coverage by the Government, 
for Government actions that caused labor cost increases that 
in turn resulted in contract cost increases. This Ks nd soe 
coverage was a resul* of actions taken by the Office of 
Price Administration regarding the establishment of maxinun 
prices and actions taken by the War Labor Board that caused 
increases in labor costs. In July sf 1944 a clause commonly 
referred to as the "Porrestall" clause was incorporated into 
Navy contracts to eliminate some of the risk associated with 
U.S. Government actions *hat caused price increases. Under 
memes clause the contractor had to warrant that its contract 
price did not contain any contingency allowances for wage 
and salary increases or adjustments in other ‘terms and 
conditions of employment. The clause also said that in the 
casé where the contractor was ordered by a2 "duly authorized 


agency of the federal government" [{ Ref. 9] to make such 
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changes in its wages, salaries, or other terms and 
conditions of employmnent as would substantially effect the 
Best Of Performing the contract, the contract price would be 


adjusted by mutual agreement. 
Ba SUMMARY 


In summary, it is helpful to understand the apparent 
origins of some of the current concepts of escalation 
recovery that are in operation today when trying to avaluate 
mee their current use is in fact appropriate. The nexe 
chapter will be an analysis of recent escalation coverage 
used in shipbuilding contracts. Lc willmvook atmonhy two 
clauses and will cover the past 20 years of experience. 
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A. INTRODUCTION 


This chapter will provide an analysis of the Navy's 
Shipbuilding escalation coverage from 1962 through the 
present. There will be two specific clauses involved namely 
the Fixed Curve clause (1962)and the Actual Cost clause 
1275). The change fromthe 1762 Clause to the 1975 clause 
marks, in the author's opinion, a najor shift in the 
philesophy concerning escalation coverage. The analysis 
will aid in understanding why the Navy uses the current forn 
of coverage. It will also aid in understanding the kind and 
extent of coverage in effect today to provide the basis for 
an analysis of «he possibility of excess coverage. This 
chapter will also provide the basis for an analysis of the 
complexity and adverse impact resulting from the use of the 


current clause. 
Be. FEXED CURVE CLAUSE (1962) 


ian SeGacround 


In 1962 the Department of Defense encouraged «he use 
@e  anecentive contracts. Figures taken fron D.F. Pace's text 
meet. 6} Lor 1960 indicate that 13.1% of all the Navy's 
@eeomecaccing WaS in the form of Fixed Price Incentive (FPI) 
contracts. The remaining 86.9 % was in the following 
Senmceract form: 


Pirm fixed price 31.9% 
Fixed price redeterminable 6.7% 
Fixed price escalation 1856 % 
Cost reimbursement type contracts ZI 
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During this period it appears from the statistics that the 
Navy was frequently using a fixed-price contracting mode. 


4 
(D 


In the author's opinion the ‘times were mo 


‘D 


conducive then than today for the use of fixed-pric 
Semeracts in the acquisition of ships. There are two major 
meascns for this. THRE =f£LEst is “she faee thaeeinmithe past, 
some ships for the Navy were being constructed in Government 
merds, offering an alternative +o use of private 
shipkuilders. The second is that most shipyards had not yet 
become owned by large corporations that would later prove to 
have a strong influence of JU.S. Government contract terms 
ead conditions. The author's research indicated another 
factcr that should be noted and that is that the economy was 


not nearly so inflationary as it was to become in the 1970s. 


In 1962 the Navy developed an alation clause for 


(D 


S 


Q) 


usé in shipbuilding contracts commonly referred to as either 
the 1962 Standard clause or the Fixed Curve clause. This 
clause was developed to provide approxinat? protection to 
both the Government and shipbuilder against the fluctuations 
of labor and material costs that might occur between 
contract bid and delivery, and were outside the control of 
the contractor. The clause evolved from 2xperience with the 
Shipbuilding industry by the Navy and the Maritime 
Administraticn. The author determined by way of intervi 


Mee Navy contracting officials tiae= Conceptually 


Hy 


W 
h 


oo 
— 


it © 
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(D 


inception of this clause was influenced by the fixsd-pr 


{+- 
iD 


contracting that was predominantly used at the time. It i 


” 


v 


in effect a Firm Fixed~Price contract escalation clause, in 
hat it employs a fixed baseline in terms of costs subject 


to escalation and the time phasing of che costs. 
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In the author's opinion the clause was not overly 
long or complex, it was easy to administer and the only 
unknown at the time of contract award was the Bureau of 
Labor index changes that would occur over the course of the 
Gontract as a result of changing material and labor costs. 
A copy of this clause which was taken from a contract for a 
Navy replenishment ship (AOR-1) is provided in Appendix B 
for purposes of providing the reader the opportunity *o 
become familiar with the operaticn of the provisions. 
Attention is directed specifically to paragraphs (b) and (c) 
for guidance in computing escalation recovery caused by 
changes in labor and material costs. Exh? bit Tit— bens 
provided to further assist in understanding the method of 
calculating the escalation payment due the shipbuilder under 
this clause. Information derived from NAVSEA data. A sample 


computation of labor escalation is provided in Appendix C. 


3. Features 


To more fully understand the operation of the Fixed- 
Curve escalation clause @ summary, based on the author's 
perceptions, of the important features is provided. 
meine bureau of Labor Satistics (BLS) national shipbuilding 
index is used as the labor index and a weighted composites 
of three BLS wholesale price indices is used as the 
material index. AiewmlaAvomenaex iS based on data 
Supplied by 17 United States (U.S.) shipbuilders. The 
weights used in the material index are: Iron and Steel - 
45%, General Purpose Machinery and Equinoment - 40 %, and 
Electrical Machinery and Equipment - 15%. 
b. The percentages of total costs, fade Wo “Or lapor, 
Material and overhead costs that were subject to 


escalation are fixed or pre-set at contract award. 
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AMOUNT (1) AMOUNT (2) CONTRACT COST (3) 


ESCALATION = OF INDEX X SUBJECT TO Xx SUBJECT TO 
CHANGE ESC ALATION ESCALATION 
(1) Amount of = _Current Index ~_ Reference Index 


index change Reference Index 


(2) Amount subject Pre-Set Expenditures per Quarter 


to escalation 


(3) Contract cost = Specified Percentage of Initial 
subject to Target Cost 


escalation 


Ech peter =] 
ESCALATION CALCULATION (1952) 


c. The rates at which labor, material and overhead are to be 
expended are fixed or pre-set at contract award. 

d. The original target cost and the escalation multiplier do 
met Change over the course of the contract. 

e. Costs that are incurred and due to contract changes are 
net subject to escalation recovery. 

f. Escalation payments are to be made quarterly or on 
publication on the indices. 

feeceecelation payments are to continue up to the contract 
delivery date and no adjustment is to be made for early 
or late delivery. 


4. 1962 Clause Summary 


Again it should be emphasized that the clause is not 
ong Or complex and does not pose an unreasonable 


administrative burden. There is only one unknown (BLS 
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meatees Changes) at contract award which, in the author's 
Sornion, is an aid +to administration and ‘to the budget 
process for escalation funding. The indices used are of a 
Teronal hature and encourage the contractor to control 
labor and material costs. The clause can aid in 
incentivizing a shipbuilder to deliver as close +o contract 
delivery as possible. Finally, it provides for change work 
+o be forward priced, allowing the Navy to know the full 
cost of changes. In summary, the clause does not to any 
degree reduce the incentives which the contractor would have 


under a Firm Fixed-Price contract. 
i. ACTUAL COST CLAUSE (1975) 


ie Background 


During «the period between the development of the 
Fixed Curve clause (1962) and anew clause, developed in 
1975, there was change recarding the type of contract used 
for the acquisition of ships for the Navy. There was also 
change taking place in the shipbuilding industry regarding 
the cwnership and management of the shipyards. It was also 


during this period that inflation became severe. 


DoFs Paces text, (Ref. 6], indicates that during 
“ne 1960s the FPI contract became the prevalent type of 
contract used for the acquisition of najor shipbuilding 
programs. Pace goes on +o Say that DOD ¢mphasis on «he 
Wider use of this contract form was in reaction to the 
extensive use of the Cost Plus Pixed Fee (CPFF) contract. 
The Navy, on the other hand was moving from the opposite 
direction in an attempt +o find a less rigid arrangement 


than the Firm Fixed Price contract it was using. 


ft was also during this period that the shipbuilding 


industry was changing its personality. The ownership and 
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Management cf shipyards in the U.S. was changing from 
independent shipyards to major corporate ownership. Swer 
entities as Litton Industries, Tenneco Incorporated, General 
Dynamics Incorporated, Congoleum Corporation and Ogden 
Corpcration became the cwners of such major Shipyards as 
Ingalls Shipyard, Newport News Shipbuilding and Drydock Co., 
mleectric Boat Division, Bath Iron Works and Avondale 
Shipyards, respectively. Luss pone auenoOr ws Ooptniton that 
with this kind of ownership came little shipbuilding 
expertise and strong emphasis on the financial aspects of 
the business, with profits being of great importance. This 
approach to the business of building ships was in contrast 
With the emphasis of the earlier independent shipyard 
owners, when the actual ship construction was of prime 
importance. Jacques S. Gansler, in his book The Defense 
Industry, {Ref. 7], comments on this very issue as follows: 


-.emany of the yards have recently been taken over b 
large conglomerates, These takeovers have had significan 
Ositive and negative impacts on the overall industry. 
odern management techniques have been introduced, but +he 
fact that he new owners ar? oriented primarily toward 
prefits, . whereas the earlier owners. focused on 
shipbuilding, has contributed to the friction between the 
industry and the Navy in the 1970s. 
It should be added that what these large corporate entities 
lacked in the way of shipbuilding expertise, they made up 
Soe in financial and legal ability. They were also most 
adept at using the political arena to their advantage in 


conducting business with the Government. 


Backqround on Shipbuilding busin2ss activity during 
the period leading up to the development of the Actual Cost 
clause is needed to be able +o analyze the evolution toward 
@ new clause. It was learned through interviews with Navy 
contracting personnel that during the 1960s there was a 
major increase in Navy shipbuilding programs. This, in turn 


had a large impact on the business base of the major 
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Shipbuilders, in that there was very little commercial 
shipkuilding activity available in the U.S.. It was learned 
+hat there was intense competition among the Shipbuilders to 
obtain the contracts for the new shipbuilding programs. 


Moetseimecrescing co hate that multi-million dollar 
claims were to be submitted against the Navy by a number of 
*he major shipbuilders as a result of contracts awarded for 
ships under these programs. In conjunction with these major 
cost overruns there were numerous late deliveries. Taking 
into consideration the large number of contract changes that 
meer annerent in this kind of work, it is the author's 
Opinion that the cost of much of this work was under- 
estimated, and the ability to acquire the numbers of skilled 
workers to perform the work was over-estimated by the 
Shipbuilders. It is important for the reader to be aware of 
this when trying to understand the evolution of shipbuilding 


contract escalation provisions. 


Most of the literature attributes the development of 
the 1975 escalation clause *>9 the need to alleviate «he 
rising costs of shipbuilding that were the direct result of 
the "spiraling inflation" during the 1970s. Upon an 
@galysis of the 1962 and 1975 clause it is interesting to 
note, however, that if the ships in question had been built 
according to schedule and delivered according to the 
contract (excluding the effect of change orders), the Fixed 
Curve clause would have adequately reimbursed the 
Shipkuilders for the effects of inflation, for the BLS 
indices were constantly changing to accomodate the rate of 
omc lation. 


It is true that the inflationary trends ‘that began 
in the mid 1960s became severe in the early 1970s. The 


aeeeediing inflation of this time did in fact contribute to 
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+he sense of urgency for a revised shipbuilding escalation 
Clause emanating from the discussions surrounding the 
massive Navy Shipbuilding claims at issue. There were 
demands from the shipbuilding industry that something be 
Gone about *he economic instability that was contributing to 
the higher than expected costs of building ships for the 
Navy. The implications were that the 1962 clause was not 
compatible with the FPI contract that had become the 


accepted arrangement for acquiring modern warships. 


ineresponse to the Situation, the Navy, ri Sls 
devised an escalation provision that was more in keeping 
with the FPI contract and would accomodate the desires of 
the shipbuilders. This clause was to be referred to as the 
mey7> Standard clause, the Marshall clause or the Actual Cost 
clause. By means of interviews and a review of the 
available literature it was determined that as was the cass 
with the 1962 clause, it was developed to provide protection 
against labor and material cost fluctuations that might 
@eceur during ship construction. Pew daeweccted fom the. 1962 
clause in that protection to be provided the contractor was 
enhanced with the Government assuming more risk, the term of 
coverage was to be more comprehensive and payment was to he 
more frequent. Conceptually, it would be more in keeping 
weeeme the form of contracting whereby the emphasis is on the 
Government providing assurance of cost recovery by the 
Shipbuilder. Again it should be noted that the FPI contract 
had recone accepted as the only way to acquire ships, other 


than in the case of the lead ship of a class. 


2. Operation 
The 1975 clause in comparison with the 1962 clause 
increased in length and ccomplaxicy. It was determined by 


W 
means of interviews that it became nore of a burden 
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administratively andthe number of unknowns at contract 
award increased, making the budgeting process more complex. 
A cory of the Actual Cost (1975) clause taken from an FFG-7 
Class contract is provided as Appendix OD. Attention is 
directed specifically to paragraph ({(c) for guidance in 
computing escalation recovery caused by changes in labor and 
material costs. Exhibit ITI-2 is provided to further assist 
in understanding the methcd of calculating the escalation 
payment due the shipbuilder under this clause.I* was derived 
from NAVSEA data. A Sample escalation computation is 


provided in Appendix &E. 


ACTUAL ACTUAL 

ESCALATION = COST = COST Xk INDEX CHANGE (1) 
INCURRED INCURRED 

(1) Index Change = Reference Index / Current Index 


EMG oases © r= 2 
ESCALATION COMPUTATION (1975) 


3. Features 


Again to more fully understand the operation of the 

Actual Cost escalation clause a summary based on the 

mibenecn’sS perceptions of the important features is provided. 

a. Escalation is paid on <he basis of the actual expenditure 
Phasing of cests, as =hey are incurred, tather than on 
the basis of a pre-established and fixed phasing of 
eests. 

b, Escalation is paid onthe basis of allowable costs 
incurred not to exceed ceiling price rather than on the 
moxed basis of the initial target cost. 

¢. Change orders are included in <+he escalation coverage 
vice being separately forward peaced. Bscalation 
cecverage is to continue through the actual delivery of 


the ship being constructed or until the cumulative de- 
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escalated costs reach ceiling price. The value of the 
BLS indices would remain constant or decrease for periods 
beyond the contract delivery date. 

Gd. Escalation recovery is +obe paid ¢o the shipbuilder 
mcenthly on a per ship basis instead of quarterly ona 


ccntract basis as in the past. 


4. 1975 Clause Summary 


Under the Actual Cost clause (1975)used in Navy 
mreocuilding contract, escalation is defined as: 
ESCALATION = COSTS INCURRED-BASE COSTS 
In essence this clause acts to de-escalate ACTUAL incurred 
eosts. The clause continues to provide coverage until the 
ship delivers or up to the point where the incurred base 
Gosts (G0S25 ENCURRED “och Garon COSTS) reaches ‘the 
ceiling price agreed to in the contract. This is a most 
Siagniticant aspect of this claus= in that it is essentially 
Pmetrsing the shipbuilder £52 all of its costs up to 


@eiling PEtce- In cases where ceiling price is 
Significantly greater than the target Gest invedved: 
considering the associated risk, the resulting arrangement 
apprcaches a cost reimbursement type contract. pases sn 


contrast with the Fixed Curve clause where escalation was 


computed on the basis of pre-set cost expenditure rates. 


In the author's Opinion based on experience, <‘+two 
Significant ramifications of this clause are that there is a 
lessening of incentive for the shipbuilder to meet the 
contract delivery date and there is less incentive <o 
perfcrm the work in the most cost effective manner from the 


standpoint of the government. 


34 





D. CURRENT CLAUSE 


The escalation clause that is being used in some of the 
most recently awarded contracts is a modified version of «he 
Actual Cost clause (1975). The modifications have been the 


result of an evolutionary process that has been in the 
@erection of shifting more of the cost risk to the 
Government. It attempts to separately identify certain 
costs more specifically than the categories of Material, 
Labor and Indirect Costs used in the past and apply specific 
indices to these costs for the purpose of determining 
escalation recovery. Needless to say, this has added to the 
humber of variables involved which in turn has contributed 
+o added difficulty regarding the budgeting process and the 
administration of the clause. An example of the current 
Clause which was taken froma recent Navy contract for 
attack submarines is provided as Appendix F for the reader 
interested in the specifics of the provisions entailed. Ee 
also provides some insight into the increase in length and 
complexity involved in Cupecrnt shipbuilding COMeEnace 


escalation provisions. 


Faragraphs (C), (D) and (E) of Apvovendix F provide a 
detailed look at the extent of the separate escalation 
coverage. A significant aspect of these provisions aside 
from the extensive number of specific costs and indices 
involved, are the pass through provisions. The computations 
formula for escalation payments on employee benefits cost 
increases and electricity and fuel -1 cost increases 
meoultSs 2n paying the shipbuilder for his actual cos¢s. 
Another change since the 1975 version of the current clause 
is that the escalation coverage is to continue for 240 days 
beyond the contract delivery date. After the 240 days until 
actual delivery the index values remain cons*ant or decrease 
for calculation purposes. 


hs. 





Ee csUMNMARY 


Tt is the author's opinion based on the analysis that 
the changes from the 1962 clause’ to the 1975 clause was 
Significant in that escalation coverage changed from being 
of a preset nature to being more of an actual reimbursement 
type siczuation. Some of the contractor's incentive was 
compromised by the change and there is a strong argument 
based on the analysis that the large business entities 
involved can influence contractual arrangments. 
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A. INTRODUCTION 


The following discussion presents an analysis of the 
fallcut or effects of the change from the Fixed Curve clause 
(1962) to the Actual Cost clause (1975). The main effect 
was the assumption by the Government of more cost risk which 
in turn can adversely effect the intent of the Fixed Price 
Incentive (FPI) contract type to perform as effectively and 
effecienzly as possible. There were other effects that will 
be discussed such as lessening of delivery incentive, 
increased difficulty in budgeting, increased administrative 
effort, loss of contract change total cost visibility and 


mrereased cprportunity for wind fall profits. 
oe TRANSITION FROM THE 1962 TO THE 1975 CLAUSE 


The author's research indicates that the Actual Cost 
clause (1975) was devised to more closely appoximate and 
provide compensation for «he actual impact on costs incurred 
under the contract due to economic change. Research by the 
authcr indicates that i+ was designed so that the clause 
would continue +o provide a positive incentive 32 
shipbuilders to meet contract deliver schedules. ai! 
addition to the above the ultimate requirement of the 
escalation clause continues to be to eliminate contingency 
costs from the contract price with the Government and the 
Shipkuilder, sharing to some degree in the risk associated 
Maen intlaiton in the econony. Experts interviewed 
indicated the ultimate consequence of escalation coverages 
should be to reduce the overall contract cost to «the 


37 





Government by not paying for costs that may never be 
mnecurred. An analysis of the Fixed Curve clause (1962) 
indicates that it exploits the fact that the shipbuilder has 
control over the incurring of labor and naterial costs with 


Begard to quantity and timing. PirsecOntrolmcan result for 
example, through the ordering of materials, negotiating 
labor agreements and the d2velopment Sf “comserue= 167) 
schedules. 


The scheduling of work is usually referred to as the 
phasing aspect of pricing and is critical to determining the 
extent to which escalation costs will be incurred. From the 
standpoint of overall cost to the Government, 2c as 
advantageous to incurr costs as early in the contract as 
possible because the normal course of the economy has been 
meecne direction of increasing prices. The 1962 clause 
recogniz2s this and penalizes the shipbuilder (by means of 
the fixed expenditure mechanism) that does not adhere ‘to an 
acceptable schedule but instead performs work in later, more 
expensive time frames. When there is not any required 
phasing of costs (as is the case under the 1975 clause) 
there is not the same incentive to manage construction 
scheduling so as to incurr the least amount of inflationary 
cost +o the Government. There is less incentive from the 
Standpoint of incurring increased escalation costs where 
specific indices or diréct pass through mechanisms are 
involved which is the situation with current provisions. In 
effect the Government is responsible for paying escalation 


costs despite the time frame. 


From the above discussion it would appear that there is 
some contradiction regarding the accepted intention of the 
1975 clause and the results to which its actual operation is 

re, 


conducive. What in fact has happened is that the Governmen 
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has provided a contractual approach for acquiring ships that 
is very similar to a cost reimbursement type contract. This 
kind of a contractual arrangement is not conducive <to 
stimulating the most effecient and effective construction 
process from the standpoint of the Government. The result 
Can be higher costs to the Navy asa result of a contract 
clause that was devised to provide for cost savings under 


+he contract. 
e.. SPECIFIC OUNDESIREABLE EFFECTS 


The following analysis involves some of the specific 
effects of the change from the 1962 to the 1975 clause. The 


topics include delivery incentive, budgeting problems, 
administrative burden, change VelSibieiey and windfall 
peotits. 


1. Delivery Incentiv 


The current escalation clause provides full coverage 
out to 240 days after the contract delivery date. Upon 
reaching the 240 day point 2#2scalation coverage continues 
until actual delivery at the current index, but. NO. co 
exceed the index in effect at the post (240 day) deliver 
date. This kind of arrangement does very little to 
disccurage the shipbuilder from not meeting the delivery 
date specified in the contract. Research indicated «hat <¢he 
escalation clause was not devised to be a delivery incentive 
provision in shipbuilding contracts Tides nat, pcOntad Ce 
delivery incentives should be provided separately. The 
point to be made is that the current shipbuilding escalation 
clause contains a delivery dis-incentivizing aspect that can 
have an adverse impact on the overall cost to the 
Government. 
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The author's research shows that negative delivery 
incentive offers the shipbuilder business alternatives that 
were not intended to be provided by the clause. The 
Sepporttnity to exploit the clause under a particular 
contract for business purposes, can come about when there is 
either more pressing work in the yard or very little other 
work in the yard. When there is very little other work 
available the shipbuilder can stretch out the contract work 
in order to keep people employed and maintain skill levels 
manticipation of future work. The other situation arisés 
when there is more pressing work whereby the shipbuilder 
stands to suffer financial loss should that work not be 


completed as scheduled. 


In «he situation discussed above the business 
decision that will, in the author's opinion, most likely be 
made will be *«o stretch out the delivery of the Navy work 
because there is much less risk of adverse financial 
consequences. This is a result of the current escalation 
clause providing almost full coverage until actual delivery 
depending on ths extent of delay. PORP@ Clalit icau sor 
purpeses the stretchout cf the Navy contract delivery comes 
about by the shipbuilder removing resources (manning, 
Beaustrtal capability) from that contract and applying ix «o 
more pressing contracts. The result is that the Government 
Gen be placed in the position of subsidizing commercial work 
withcut having any choice in the matter. The undesireable 
effect again, is that because the work is performed ina 
later time frame, it is more costly. Another more long 
range effect is that late delivery of ships can adversely 


impact Navy operational commitments. 
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The author's research showed that from a budgeting 
standpoint the 1975 clause is more difficult than the 1962 
clause, The event cf the 1975 clause introduced two new 
variables that would impact funding/budgeting. These 
Variables are the changing base cost andthe use of the 
actual phasing of costs. The 1962 clause based escalation 
computations on the initial target cost of the contract and 


Oh a pre-set time phaSing of when these costs were to be 


emeurred. The 1975 clause bases computations on incurred 
costs (which are always increasing) anGeon ene: aceite | 
Phasing (of which the contractor has some controls). These 


two variables contained in <he 1975 claus= make it more 
M@eerecult for forcasting escalation costs for budgeting 
purposes than under the 1962 clause containg less varialble 
provisions. The budgeting issue is significan+ because it 
is necessary for the Navy to have funding available for 
projected escalation costs at the time of contract award. 
If the Navy underestimates these costs it must return to 
Congress for funding increases which can jeopardize 
ecredability. On the other hand, Should the costs be over 
estimated, the Navy will have funds tied up unnecessarily 


and not be serving a useful purpose. 


3. Administrative Burden 


By way of experience and through interviews it was 
determined that from an administrative standpoint the 1975 
clause has caused an increase in effort required to manage 
escalation payment over that required of the 1962 clause. 
The increased effort is a result of more variables including 
those noted above as well as the increase in specific 
indices that have to be applied to specific costs. The 1962 


clause required computations for only ‘two categories of 
~~ 
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cost, namely labor and material costs. Pre wewr ren: edition 
of the 1975 clause contains six separate categories of costs 
for which individual computations are required. The more 
categories of costs involved results in more specific cost 
accumulations which require accounting and clerical work. 
Increased administration effort occurs because of the sheer 
complexity and length of the clause in that it requires more 
time and effort on the part of those involved to merely 
understand it. This aspect impacts those involved in 
negotiating the contract +o contain the clause down to those 
having to perform the clerical work. It also includes those 
having to perform budget projections. From the standpoint 
of having to negotiate complex, longterm shipbuilding 
contracts, it is not, in the author's opinion, advantageous 
+o either party involved to have overly complex clauses «that 
can muddle negotiations and lead to adversarial conditions 
maehne Long run. The Navy's @xperience has been that the 
long run results can be very costly as was the case in the 
massive shipbuilding claim settlements that occurred in the 
late 1970s. 


The author's experience has shown that due to the 
complexity of Navy shipbuilding and <‘*o the requirement that 
weapcn systems be as modern as possible there are numerous 
changes to the contract design. The expense involved can be 
great and it is important that they be nanaged properly to 
best utilize available funding. 


meay the presentation provided in Chapter III it 
follows that under contracts where the 1975 escalation 
clause is used changes are priced in base month dollars as 
mothe basic contract. Tne change base cost and profit are 


eaaed tO the current contract base cost and profit and are 
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provided escalation coverage by means of the escalation 
clause. Under contracts containing the 1962 clause, 
contract changes were fully forward priced and did not come 
under the coverage of the contract escalation clause.This 
vrovided the Navy better visibility of the full cost of 
changes and more opportunity for effective management of 
Same. Pmone mat natomoDuns On —Notwhavingestull visibility 
tends to aggrevate the budgeting difficulty of projecting 
escalation costs for the initial contract that was discussed 
earlier. It is Significant to manage changes properly in 
order to avoid situations such as the massive shipbuildin 

claims that were settled in the late 1970s where the Navy 
suffered much criticism from industry and the Congress 


concerning contract changes. 


By way of an analysis of the data provided 
previously and from information provided in a Comptroller 
General Report, {Ref. 8], it was determined that another 
effect of the 1975 escalation clause is that there exists 
Same, Opportunity for the contractor EO, (S6arn aie prorat 
wndfali. This can happen because escalation costs are not 
memscidered part of the basic contract costs. To elaborat+s, 
escalation costs are not considered in the computation of 
mme COM=Tact target cost, target profit, target price or 
ceiling price and are not subject to the contract incentive 
pricing provisions. Because of the mechanics of the 
escalation ccmputations, escalation costs are subtracted 
Goeemi actual incurred cost to derive the costs subject to the 
incentive provisions. m= tollows that the more costs the 
shipbuilder can incur aS escalation costs, ‘the less costs 
there will be that are to be considered as base costs and to 


be subject to the incentive sharing provisions. Under these 
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provisions the situation is such that the shipbuilder gains 
something in profit for cost savings. This situation occurs 
when the Navy allows escalation to be paid on costs that ate 
not effected by inflation. An example of such costs are 
fixed subcontracted costs and certain overhead cos*s such as 


depreciation, prepaids, rental costs, leases and taxes. 


cn 


eee) Pron 


on Escalation/Unr ecoverabl2 Escal 


There are two remaining aspects of the current 
escalation clause ‘that merit discussion. In the author's 
opinion they are undesizeable in that they increase <«he 
Government's overall eost iitabalaty on shipbuilding 
memtrac:s While reducing the contractor's risk. ie should 
be nected that the aspects in question, namely the paying of 
profit on escalation and the allowance of unrecoverable 
BeeamatlON an the contractor's contract pricing are not due 
to the mechanics of the 1975 clause as much as they are due 
to the approach to escalation coverage that the clause 
represents. Even so, a discussion of these issues is 


considered appropriate. 


Concerning the issue of paying profit on escalation 
the author's research indicates that the Navy is currently 
considering projected inflationary costs associated with 
Sweep CONStruction contracts in the computation of profit. 
The interesting aspect *o be considered regarding escalation 
coverage is the amount of profit «to be allowed has been 
viewed from a business perspective as being commensurate 
with the amount of risk involved. Mae curpent situation 
with regard to the Actual Cost Escalation clause is one 
where the Government has assumed the majority of the cost 
risk and at the same time is willing to pay increased 
mPeorits. 
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The other issue mentioned above concerns the fact 
memete some Shipbuilders are including in their contract 
pricing «he expected cost of escalation they feel will not 
be recovered through the escalation clause. tits. 25 Of 
course, less than desireable in that the essence of having 
escalation clauses is to eliminate contingency pricing. 
This can result in added costs to the Government, especially 
in negotiated procurements where competition is not a 


significant factor and the target cost is inflated. 
D. DEeStLRG&ABLS ASPECTS 


Pneche sauthor"s Opinion th’ evolution of shipbuilding 
contract escalation clauses has produced some desireable 
Serects. From the shipbuildéers standpoint cost risk has 
been reduced substantially. As discussed earlier the 
Su-erten. Escalation clause in conjunction with the Fixed 
Price Incentive contract has provided an azrrangement that 
fast approaches a Cost Reimbursement type contract. Fron 
businessman's perspective it would be reasonable +o expect 
‘this kind of arrangement would be desireable considering the 


length of the contract and the complexity involved. 


The current escalaticn provision is iesizreable from the 
Navy's standpoint primarily because it accomodates all of 
the factors that influence the process and allows needed 


Ships 720 be acquired. AS noted above it satisfies the 
Shipkuilders business requirements and it appears to pacify 
(money continues to be appropriated) the Congress by not 
Meyvang ~O resort to cost type contracts. The clause can 


also aid in enhancing the Navy's image with regard to its 
relations with shipbuilders. The current clause provides 
Close to actual escalation coverage and the Navy has further 
reduced the shipbuilder's cost risk by means of cost like 


incentive pricing provisions which means there should be 
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less likelihood of shipbuilder's claims. This is most 
advantageous to the Navy. Experience has shown that the 
claims settlement process can be disruptive to Navy 
shipbuilding and extremely expensive. This was borne out by 
the experience gained during the recent claim settlements 
with major shipbuilders. The author's experience and 
research indicate that these proceedings consumed many years 
of effort from the people who were otherwise required to be 
Facilitating new shipbuilding acquisition and administering 
ongoing contracts. A review of the settlements by the 
auther shows the costs involved were enormous (£165M for one 
Major shipbuilder) and involved Public Law 85-804 money 
which had to be approved for use by th? Congress on the 
basis that it was required to facilitate the national 
defense. It is the author's opinion that it is desireable 
momevold this Kind of visibility in that it could convey 
Mismanagement of public monies with the possibility of 


future Navy shipbuilding funding being reduced. 
Hire SUMMARY 


The change from the 1962 clause to the 1975 clause was 
Segmificant. The Government assumed mor2 cost risk, some 
natural incentivization was compromised and there were 
adverse effects including increased complexity. The new 
clause aided in making for more cost like contractual 
arrangements but it did enable the Navy to continue <+o 


acquire ships. 
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mee|6CL NNTRODUCTION 


The purpose of the paper was to objectively review the 
evolution of the current shipbuilding escalation clause with 
the intent of drawing some conclusions concerning how and 
why the clause developed, the complexity involved, extent of 
coverage and its effect. The paper reviewed the types of 
meocuiiding contracts and the important factors that 
influence them. The purpose, Operation and historical 
development of escalation coverage was provided. Pitan, 
the change in the Navy's approach to escalation coverage 
from 1962 to 1982 was analyzed. 


Be. CONCLUSIONS 


The current shipbuilding escalation clause is the result 
of an evolutionary process that had its beginning during a 
time when the Navy was confronted with the requirement «*o 
Oeetaan Ships for a major armed conflict. During the early 
histcry of «he clause there developed concepts such as 
paying escalation based on actual cost computations as well 
as paying escalation on a direc+ pass thru basis. These are 
Concepts that are in use today in major shipbuilding 
programs. 


Fased on the research and analysis of «he available data 
the author contends that there are some very basic reasons 
why the Navy has the kind of escalation clause that is 
currently being used. O@he =cl2ason is <that the  produc<, 
namely modern warships, is inordinately complex and requires 

Ss 


@a difficult construction process that most often spans a 
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considerable period of time. Thas weonst=uctaon process is 
labor intensive and requires major investment in plant and 
equipment. A second reason is that the business entities 
that control the major shipbuilding cpapacity in the United 
States are very large and posess financial strength. They 
also posess ample political influence. These entities have 
been willing and able +o influence contract provisions by 
means of negotiations and by way of the political forum. 
The research indicated the involved business entities 
desires the most risk free, RaAgmeses return 8Kind Of 


contractual arrangement. 


A third reason for the current escalation clause is that 
+he Navy has to do business with the major shipbuilders. 
The research indicated that the requirement for modern 
warships is pressing both from ‘the standpoint of need and 
also from the standpoint of the necessity +o spend the 
available funding as quickly as possible. If the Navy 
Canncet agree +o terms with major commercial shipbuildérs, 
there are no alternative means of acquiring ships. The 
shipkuilders are cognizant of the situation and are able +o 
take advantage of the situation to press for desired 
contractual provisions. Re LOwscn reason for the current 
clause is it enables the Navy to continue +o use a fixed 
price type cf contract to accomodate buying a product that 
mgm better lend itself to a cost type of contract. Coa. 


mee COontraces also tend to be alarming to the public. 


The final reason for the current escalation clause, in 
the cpinion of the author, is the mistaken belief that the 
Semepcucider overruns that were incurred during the recent 
pericd of spiraling inflation were due solely +o the 
ineffectiveness of the 1962 clause. There was in fact 


Spiraling inflation but the operation of the 1962 clause was 
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based on a national index that was to a pre-set phasing of 
contractor work agreed to at time of contract signing. This 
allowed the shipbuilder to recover escalation payments 
commensurate with the activity in the economy as long as he 


built the ship according *o contract schedule. 


The clause in the author's opinion has become overly 
long and complex which can be dysfunctional from the 
standpoint of negotiations and administration. hoe aso 
adversely impacts the budgeting process. The complexity has 
evolved from the desire to be very specific about the 
measurement of escalation coverage. What began as a process 
of trying to provide an estimate of escalation costs has 
involved into an attempt at an exacting process using more 
individual categories of costs and special indices. The 
auther's research shows that the complexity has been due to 
an incremental process that has lent itself to becoming a 
Situation that is not fully appreciated with regard to the 
liability it creates for the Government. 


It is the author's opinion that the escalation coverage 
provided by the current clause is excessive inthat it 
provides extensive opportunities for the shipbuilder not to 
perform as efficiently as possible from the standpoint of 
cost to the Navy. By basing computations on actual incurred 
Sests, extending coverage until actual delivery and 
providing special indices, the shipbuilder is assurred ample 
escalation coverage throughout construction and is notivated 
*o cperate in a manner that is most beneficial to the 
company. PootomenewOp' n= on Of ~the author that the current 
escalation clause, in conjunction with the Pixed Price 
Incentive (FPI) type of contract has created an arrangement 
that is very much like a cost type of contract. Kenneth R. 


Andrews of the Harvard Business School, {[Ref. 9] notes the 
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Boelowing concerning contract incentive regarding cost type 
een *racts: 
A manufacturer who plans ¢o perform services for. the 
government under cost-plus-fixed-fee contracts, ‘to cite a 
very limited example, feels less need for. a fully 
developed cost control system and cost related _ incentives 
+han one whcese contracts are governed by a fixed price. 


\ 
It is the author's opinion this is the situation with regard 
to the use of FPI/Escalatiocn contracts in shipbuilding which 
provides the opportunity for increased costs to, fhe 


Government. 


Regarding the current clause'’s impact, *he author 
concludes from the research and analysis the clause is 
having some adverse impact on the shipbuilding process. 
This has become evident 2m ehe fem. Of delivery, 
disincentivization, increased difficulty in iDBudgiet ong, 
increased complexity and administration and the opportunity 
for increased profits due ¢t9 the extent of escalation 
coverage and the mechanics of the shareline. While all 
these items are of concern the disincentive to deliver is a 
sericus failing in the curren= clause. Delivery dates are 
Significant because of Navy operational requirements and 
because «hey ar¢é an important aspect of the cost and fse 
determination that is agreed to a+ contract award. 


The Navy has agreed to pay a specified contract price for a 
specified delivery and it is dysfunctional to include 
escalation provisions En ae contain delivery 


disincentivization. 


The comments preceeding this are not an attempt to 
discredit shipbuilders as business entities or to imply 
their actions ar? immoral or unethical. The point to be 
made is it must be kept in mind that much of ‘their design 
and reason for being is +o mak@ a profit and it should be 
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expected they will make business decisions accordingly. Ale 
contractual arrangements are such that the opportunity 
exists for a contractor to enhance its business situation at 
+he Government's expense and be within the confines of the 
mutual agreement (the contract) it should be expected it is 
going to happen. The current shipbuilding escalation clause 
does provide this kind of opportunity which can have = an 
adverse impact on the Shipbuilding process, effect 
operational requirements and cause increase costs to the 


Government. 
C. RECOMMENDATIONS 


It is recommended this analysis be used as a basis for 
further study to determine if an alternative to the current 
Shipbuilding contract escalation clause can be devised. One 
alternative would be to eliminate the clause completely by 
resorting to a cost type contractual arrangement. At a 
minimum, consideration shcould be given to the elimination of 
she disincentivization to eontract delivery and £6 
perfcrming work from the standpoint of the Government in the 
most cost effective way. It is also recommended ‘that 
consideration be given ‘to consolidation of the current 
Clause with the intention of lessening its length and 
ceoaplexmty. 
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APPENDIX A 
GUIDE FOR FIXED PRIGEeIN CENTIVE CONTRACTING 


Fundamentals of Incentive Contracts 


n essence, nearly all incentives take the form of a 
sharing arrangement, Generally expressed as a_ percentage 
manic. For example, if a 60/40 cost sharing formula were 


negotiated, the Government would pay 60 cents, and the 
Bee oC’ OF Pvecetrcs, Of every dollar by whitch actual costs 
increased. 


fee eens for every dollar saved, the Govetnment would 
Baan, G0) Cents, and the contractor's profit (or fee} would 
increase by 40 cents. . In other words, over the range of 
costs where the sharing arrangement 15 operatives, the 
contractor must look at every dollar. he spends as though 40 
percent of it were his. Profit or fee is thus tuned to the 
contractor's control of a variable on which his management 


skills can have a significant effect. 


Under a cost incentive element the amount of profit the 
contractor earns is based on the amount by which his actual 
costs exceed or are kept below the target costs. Actual 
Seats are negotiated on a fixed-price-incentive contract. 
Once negotiated final costs are determined, the final profit 
or fee is automatically computed in accordance with a 
Sharing formula already in existence. 


The Fixed-Price-Incentive Contract 


ideale ed ape Cosimecen eive>firm (FPIF) Come 
the Government and the contractor negotiate the follo 
elements before award: . 
(7) target cost {3 Sis ein Jenmeeoumleasure final costes, 
ee) ay profit ( a reasonable profit for the work at 
afget Cost). ; 
i 32) ceiling oe (onemweOca | doblan agount for which the 
Overtnment will be liable), 
he) Sharing formula (the arrangement for establishing 
mat Profit and price). 


After the work .is completed, She wecome tractor and the 
Government negotiate the fina Gosts Of gthe contract, 
Seacing the OvVerruns or undetruns according to the agzreed- 
upon formula. To illustrate with figures; assume that the 
meege: cost for a contract is_ $100 ene tanget profit is 
fo, the price ceiling is $118, and the Sharing formula is 
75 percent (Government) and 25 percent (contractor). Under 
the formula the contractor would keep 25 percent of every 
dollar saved. To earn a total profit of $12, therefore, he 


would have to reduce costs yee below target cost. And, 
mumec  tmere 1S nO profit ceiling, profit would continus +o 
increase indefinitely as the amount of undéerrun increased. 
Conversely, the contractor would have to overrun the target 
cost by &§ to reduce his profit to $8. If he overran by 
more than $18, he would lose money, since there is_ nd 
mMinigum profit guaranteed in this contract type. Regardless 
@eeeeone tinal cost to the contractor, he must méet the 
Contractual specifications, and the Government's liabilityo 
cannct exceed the Saree Eee Ge of $118. For this reason, 
pie rrir contract shoul 2 used in preference to any cost 
reimbursement type whenever circumstances permit. 
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APPENDIX B 
AOR-7 CLAUSE (1962) 


ARTICLE 8. COMPENSATION ADJUSTMENTS (LABOR AND MATERIAL) 


(a) Regardless of the actual changes in the cost of 
labor or materials during, the performanc2 of this contract, 
adjustments in compensation shall _be made as provided in 

ee ets (b) and (c) of the Article. Said adjustments are 
ased solely on the changes in the Labor Index identified in 
paragraph _  (b) of the Article and the Material Index 
adéntified in paragraph (c) . of this Article. Each 
pee oen tal Agreement entered into pursuant to this Article 
Shall set fort the calculations upon which the adjustment 
in ccmpensation are made. Por the purposes of this Article 
Boece the Target Cost shall be deemed to constitute the 
igor cost Subject to adjustment and shall be apportioned as 
soown in the second colunm of Table 1 of paragraph (b) 
herecf. | Similarly, 61% of the Target Cost shall be deemed 
to censtitute the material cost subject to adjustment and 
Shall be apportioned as shown in the second column of Table 
2 of paragraph (c) hereof. No part of said Tables 1 and 2 
shall be revised, unless SotomecOnthac: 16 artiali 

terminated and then only as provided in subparagraph (f) (2) 
of this Article. 


(d) a BS arate in compensation. on account of changes in 
labor cost shall be madé¢ as follows. for each uarterly 
pericd shown in the first column of Table 1 or, -chas 
Bega Je a? 2 based on the changes in the Nationwide "Index of 

hanges in Straight Time Average Hourly Earning for Selected 
Shipyards"(June 1962 = 100) for steel ship construction 
Megean SOmgetimes called the "Labor Index", furnished to 
theNaval a Systems Command (Ed. note: Now called Naval 
Sea Systems Command) by the Bureau of Labor Statistics of 


*he United States Department of Labor: (1) The Labor Index 
for the base month of April 1972 shall be subtracted from 
the Labor . Index for the quarterly period involved, 
determined in accordance with peragraph (41) below, and <*he 
difference computed as a vlus 9r minus figure as the case 


may te. 

(25 The aforesaid difference, whether plus or minus, shall 
be divided by the Lavor Index for. the base month and the 
resulting quotient carried to four decimal places. 

(3) The aforesaid quotient shall be multiplied by the 
reentage of the Target Cost set forth _ in the third column 
Table 1 below, oP nears the quarteri period invoived, 
the Boo eet ° Ucrecabet = Gi-O Sl x decimal places. 

The aforesaid product shall be multiplied be $(Targst 
fee le= ceSUue cing amount shall constitute the amount of 
ofan ustment in compensation for the quarterly period 

ved. 

The amount of the adjustment in compensation shall be 
tds or downwards depending upon whether the difference 
he labor indices calculated in subparagraph (1) above is 
uS Ot minus figure, as the case may be, and shall be set 
hina Supplemental 


rH Hes ant OD 
BOUND WO SS ho 


Agreement to this contract. 
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TABLE 1 
BABDOR (3am 02 Target Cost) 


% of 1 mele 
Orr Labor Tak geet Cost 
1 On Or 
2 O53 On3 
3} Nee On5 
uy S510) Voll 
5 aie: Pa 7 
6 955 Sig 
7 13571 4.3 
8 1535 Sat 
9 oe hen 
10 tSe6 oe 
11 i2e2 4.0 
FZ 4.6 Nees 
100.0% 33.0% 

(c) Adjustments in compensation on account of changes in 
material costs shall be made for each quarterly period shown 
in the first column of Table 2 below, based on the changes 
in the "Material Index for Naval Ship Systems Command Steel 


vessels Contract" herein sometimes called the "Material 
nG.e,x" , furnished to the Naval Ship Systems Command by the 


Wels o= Labor Statistics of the United States Department 
OL aDOTr : 
(1) The Material Index for the base month of April 1972 
Shall be subtracted from the Material Index for the 
mercer ly period involved determined in accordance with 
paragraph {d) below, and the difference computed as a plus 
Or minus figure as the case na ~ 


1) 
60 Orhhy 


c 
ai 
(2) The aforesaid difference a ther plus or minus, shall 
be divided by the Material fnd for the base month and 
the resulting quotient carried for four decimal places. 
(3) The aforesaid quge teas Shall be multiplied by the 
percen-<age of the aggec eg S@OSt Set f£orth “in the third 
column o Table 2 below, 29pposite the quarterly period 
eee coe and the resulting preduct carried to six decimal 
Piaces. 
4) The aforesaid product shall be multiplied by $ (Target 
25a The resulting amount shall cons*itute the amount 
of Ene Ape ach in Compensation for the quarterly period 
involved. 
(5) The amount of the adjustment in compensa*+ion shall be 
upwards or downwards depending upon whether «he difference 
in the labor indices calculated in subparagraph (1) above 
1S a plus or minus figure, as the case may be, and shall 
be set forth in a Supplemental Agreement +o this contract. 


}- 
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TABLE 2 
MATERIAL (61% of Target Cost) 
% OF ALOE 
QTR MATERIAL TARGET COST 
1 Pa ey 
Zz S55 om, 
é| 18 .0 11.0 
4 20.0 We A 
> 16 .0 9.8 
6 toes 0 6 
ii 8.0 G.9 
8 Uae 4.3 
9 2 0 35 1 
10 3.0 +26 
11 1.0 0.6 
12 = = 
100.0% 61.0% 


mee ror =he purpose of this Article: 
; (1), Bheo Etect gies te aly pez: 
Pees day Of the calendar month f 
Of, che contract. 


tod shall commence. on the 
Ollowing the effective date 


{4} The tern, "Target Cost" as referred <‘¢o herein 
shal e the target cost in effect at the effective date of 
eees CON=ract. 

(3) For the purposes of computing the amount of 
adjustment in compensation, the amount of Target Cost set 
moceh in Subparagraphs (d) (4), and ({c) (%) “shall not be 
revised unless “his contract 1s partially terminated and 
mem Only to the extent provided in paragraph (f) (2), Or 
murs Article. 


(4) The Labor Index and Material Index for a quarterly 
ericd shall be the arithmetical average carried to oné 
ecimal point of the Labor Index or Material Index, as the 

case may be, | for each of the three months comprising such 
quarterly period. 


(e) , Nothing contained. in “his Article shall be construed 
memeonboni biting the inclusion of changes in the cost of labor 
Sememacettal in any adjustment in the target cos*, target 
Mme coc, carget price, ceiling price, or total final price 
Beoviaded fOr tnder any other provision of this contract. 


ml ehte cits CONtrace is terminated in whole, for an 
reason, no compensation shall be made under this Article fo 
any. cI hare period subsequent to the quarterly 26 
@erang Which the contract is terminated. 


Hix 


(2) .In the event that, this contract is terminated in 
part, and such partial termination terminates the completion 
of one. or more vessels, then notwithstanding any other 
PEmowiszOn Of this Article, Plemramge: GCOoSt Set [Orth in 

pee gp ns (b) and (c), the percentages of target cost set 
ort ln paragraph (a) and each column of Table 1 of 
eee raph (bj) and table 2 of See ves [ole (ch Shall be adjusted 
or the reduction in the number of vessels to be completed 
meaer this contract. ' 

(J) Deferred paymen*+s for escalation shall be paid 
promptly, upon submission of invoices, whenever Such 
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payment, when added to the total of all payeen=s previously 
Made under the _ contract, would Not xceed ninety-five 
percent (95%) of the costs certified by the Contractor on 
such invoice +o have been incurred by it in the performance 
Br the contract. Upon delivery of the last vessel under 
mits. contract any remaining deferred payments LOL 
escalation shail, upon submission of invoices, be promptly 
aid. In the event that the amount Shown i1n_ an 
upplemental Agreement pursuant to patagraphs Hee and (c 
above is a minus figure, such amount shall be deducted fron 


the next invoice (Ss) presented for ayment under «his 
eee until such amount has been offset or recouped in 
wel. 


(hp) No adjustment shall be made in the (target cost, 
maLrget orice, CGepectmr nig —Or Ce-On accounc of Upwards or 
downwards adjustment in compensation made in accordance wit 
this Article and hence said adjustments are outside t 
incentiv? price revision formula pEOw ace OG un vane. cie 
SeewGENTIVE PRICE REVISION {FIRM TARGET)". Accordingly, ev 
if the c2iling price is exceeded, amounts otherwise payab 
Pemeethe CONtEAaCtOL in accordance with this Article sha 
continue to be paid. 

(:) Any dispute arisin oder ctns Arts 
determined in accordance with provisions of ¢ 
clause of the contract. 


| (7) Tn. the eyegt , thas the labor or mate iat indices 
the q arterly period involved have not been furnished to 
MAWSPA by the Bureau of Labor Statistics 27 the end of 
ensuing quarter, compensation adjustments for the quarterly 
pericd involved shall be nade baséd upon the average of the 
changes in the indices for the preceding four quartters for 
which indices have been computed and furnished “by the BLS. 
The average of changes so calculated shall be added to the 
applicable index for the immediately preceding quarterl 

pericd and the sum shall constitute the labor or materia 

index for the quarterly period involved. Whenv an sindsk -=O: 
the guarterly period involved :s computed and furnished by 
Bio, =ne Contractor shall reflect any required corrections 
Gor the ee Sioa PesiOd ws snvoived) 2h Ehe submittal “for 


adjustmen Oz zhie LoOolLlowing quarter. 
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APPENDIX C 
SAMPLE OF COMPUTATION OF LABOR ESCALATION UNDER 1962 CLAUSE 


1. Reflected below is a sample computation of the labor 
escalation adjustment for the 5th quarterly period under a 
contract containing the 1962 clause. The sample assumes: 

a. The date on which the contract was signed is December 


b. The labor percentage specified in paragraph (a) of «he 

article is 29%. 

c. The base month for labor is September 1962. 

oe MieecOnhemact target cost stated in the clause is 

Ho 1,972,000. : ee 

e. The Labor escalation table Specified 2s as Lomiow s: 
Percent of contract 


COSe Ub jece ~O7ac— 
jJustment for changes 


Percent of labor cost iia DOr CCStme ppOr— 
Quarterly apportioned to quarterly t2Oned tO Quarterly 
pericd period period 
1 1 3 
Z 1 3 
3 1 ae 
4 4 lize 
5 6 Vien 
6 9 1 8 
1 lez eye. 
8 12 Sirs, 
9 14 4.0 
10 17 4.9 
11 We Ses 
12 y 2.0 
13 3 9 
100% 29.0% 
f. The, labor indices furnished by the Bureau of Labor 
SeeacitSt-cs for the three NOMenis BM COMPELSiIng the 62h 
quarterly period are as follows: 
Month Index 
April 1964 1 2.:0 
May 1964 NO 2) 2 
June 1964 e258 


Dap Difference between 6th Quarter Labor and Contrac*+ Base 
Month Index. 
Average 6th es Labor Index 


Mont Index 

April 1964 102.0 

“Ay 1964 LOZ. 2 

June 1964 102.4 

Total 306.6 

Average OAS 
Increase in 6¢+h Quarter Index over Contract Base Month 

Index of September 1962. 

Average for 6th Quarter HO 2 

Ease Month Index . 100.9 

Difference flees 
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}4-N 
22 | ro 


eGo aa Nels EBCECeSe In, LebOr Index. 
1.3 Difference / 100.9 Base Month = .012884 
Rounded off four decimal places =e Oto 
Percentage Increase in Labor Index for the 6th Quarter. 
Labor Percentage Increase 2029 
6th Quarter Allocation PO 6 WIS 
O=n ops Sas Increase ~0003354 
Rounded off six decimal places O10) SSS. 
Dellar Adjustment in Contract Target Cost for Labor Increase 
the 6¢h Quarter. 
Contract Target Cost $31,972,000 
6th Quarter Increase 006335 
Collar Adjustment $10, 710.620000 


De 





APPENDIX D 
FPG-7 CLAUSE (1975) 


(a) General 


The —COncLact PEL ee agreed +o by the parties reflects the 
labor and material price levels of the base month identified 
in paragraph (d) below. ities pent. ci paced ~that the 
Contractor's actual costs for labor and naterial ney change 
from the labor and material costs. projected on the basis of 
such price levels and the parties desire to provide for 
adjustment *o the compensation to reflect such changes, 
However, _regardless of *+he actual changes in the costs of 
labor and Material experienced during the period of 
perfcrmance compensation adjustments shall be SoS and 
effected solel on the basis of monthly changes in the Labor 
ama Material ndices identified below, in “accordance with 
the procedures specified herein. 


{(b) Monthly Period 


_ Except as hereinafter rovided in paragraph (S) 
adjustments in compensation shall be made for each HONE EY 
pericd following the effective date of this contrac* unti 

eliver of the last vessel to _be delivered under the 
eemtract. HOm tne DUrpese (Of EhiS Article, a ‘monthly 
Bericd™ or "monthly period involved" shall begin on the 
first day of a caléndar month and shall end at the end of 


the last day of that calendar month; except that"monthly 

eriod" shall include the calendar months of the effective 
azte of this contract andthe delivery date of the last 
vessel to be delivered under the contract, respectively. 


(c) Costs Subject to Compensation Adjustment 


iy. SOR eG urpose OLP TN USeAreacls the elements of 
Gost Which wil Cc ise the monthly costs of the contract 


subject to adjustment are (i) Girpsct material costs, (22 
Meee Labor costs, and (21:) 75 % of indirect costs; the 
remaining 25% of indirect costs are not subject to 


adjustment. The costs subject to compensation adjustment 
mages this Article include the costs 9f performance of 
Change orders or other work for which the contract price is 
subject to adjustment pursuant to the "Changes" clause or 
Pipewant to other provisions of the contract. ela ie 
all such contract price adjustments shall be priced on «he 
basis of the labor and material price levels of the base 
month identified in paragraph fo) elow. For the purpose ot 
mes contract the terms "direct material costs", an 

pndirect costs" Shall have the ican tad = and shall be 
allowable in accordance with Section XV of the Armed Forces 
Procurenent Regulations in effect on the date of this 
Gomneract. 


fw 


, 69) Within 15 days following the end of each monthly 
eriod, the Contractor shall submit to the Government (1) 
certified statement of the costs incurred by vessel, for 
each vessel under the contract during that monthly period 
{"nonthiy costs") and (ii) a. certified statement of the 
total cumulative costs incurred for ali vessels under the 
contract from the effective date of the contract to the end 
of that monthly anes Gieoral COSt S!)\. The statement of 
monthiy costs Shall separately identify the direct material 
costs, wocwarmect labor costs, and the indirect costs 
incurred during «hat monthly period for 2ach vessel. 
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{3) For the purpose of this Article, monthly costs and 
total costs are costs which are “incurred costs" as that 
term is. defined in, paragraph 

ay (2321). 0f Article a, Beh aS a except that; 

al =ncurred costs for material shall also include the 
ull amounts of all billings received from vendors during 
the monthly period involved, whether or not the Contractor 
has paid the full amount of such billings. 
(li) ineurred costs shall exclude the amounts determined 
im accordance with the contract provisions identified in 
eee ce eP a (a) (1) GeO eiiere Le 6, “TNCENTIVE Price 
Evislon”’ Of this contract (ED. note: any items fully 
forward priced and separately accounted for). 


(4) The costs identified in the pr 
Subparagraphs shall be subject to Government verif 
upcn sUbmission by the Contractor of th cer 
statements of such costs. 


(d) Labor and Material Indices 


; (1) Adjustments in comvensation on 
direct matérial costs shall be based o 


account of changes in 
n 
"Tndex ror Steel Vessel Contracts" (19 
dex'y 
u 


ae 

the changes in the 
57 = 1900 (herein 
sometimes called the "Material In 

Naval Sea Systems Command by the Bureau of 
of the Department of Labor(BLS). hor cA 
Ot aa the base month for the Material I 


furnished to the 
Lbapos Statist ltes 
purpose of this 
ndex shall be May 


; (2) Adjustments in compensation of account of.changes in 
Memect labor costs and on account of 75% of indirect costs 
shall be based on the changes in the "Indexes of Change in 
pee cont 7 Tine Average Hourly Earnings for Selected Shipyards 
for Steel Vessel Construction and All ae SRS (Jane 1962 
mao) (herein sometimes called the "Labor Index), furnished 
to the Naval Sea So Gene A Se Command by the Bureau of Labor 

marist cs of the epartment of Labor (BLS). For the 
purpcse of this contract, the base month for the Labor Index . 
Shall be May 1974. 


(3) In the event that the, Labor _or Material Index, or 
both, for the monthly period involved is unavailable to the 
Contractor at the end o that monthly period, compensation 
adjustments pursuant to tnais, Article shall be based upon the 
average of monthly changes in the applicable Index for the 


recomputed on the basis of such BLS Index, and 
additional payment to or. repayment by the Contrac 
required EY Such recomputation for that mon*hly period sh 
be reflected in any invoice (s) thereafter submitted 
payment under any. provision of this contract until 
amount has been paid, offset or recouped in full. 


previous 3 months for wnich BLS indices are available. The 
average of changes so calculated shall be added to the 
applicable index for «he Speer: Saat preceding monthly 
eeeca and the sum shall constitute the Labor or Materias 
ndex for the monthly period involved. When «he BLS Index 
for tha+, monthly period has been made available, ehe 
compensation adjustment for that monthly period shall be 
ny 
Sr 
tel 
or 
ch 


GtnAn +p 


vw 


(9) In the event that the Fi aq Labor Oe Ma tee als Endex., 
Seepcth, f£or any monthly perio Peaesse £5Onm the Labor or 
Materia: Index previously made available by BLS for that 
monthly Pee the compensation adjustment for the Monthly 
pericd shall be recomputed on the basis of such Final Index 
peoedny additional payment to or repayment bv the Contractor 
required by such recomputation for that monthly period shall 


$0 





be reflected in any inyoice(s) Submitted thereafter for 
Payment “Under "any provision of this contract until such 
amount has been paid, offset or recouped in full. 


ye The Goentractor stele be responsible for the 
claculations involving the Indices POV dedeassfor in this 
paragraph and Said “calculations shall be subject to 


verification by the Government. 
(e) Computation 


(1) The direct material costs for_each vessel certified 
on the statement of monthiy costs shall b2 multiplied a the 
base month Material Index and the product thereof shall be 
divided by the Material Index for that seen eo) period 
provided however, that in respect of any monthly period 
commencing after the delivery date then sex forth in Section 
iecOor suc vessel to be delivered under the contract, the 
above product shall be divided by the Material Index for the 
monthly Pentod ©: the aforesaid contract delivery date or by 
the Material Index for «that monthly period, whichever is the 
lesser; provided, further, that in the event thereafter such 
contract delivery date is extended for reasons of Government 
respensibility or excusable delay, *he | compensation 
adjustment for each month of suc extention shall be 
recomputed on the basis of the Material Index for such 
month. The result of each computation for each vessel shall 
be expressed in dollars and cents. 


(2) The. direct labor costs plus 75% of the indirect 
costs certified on the statement of monthly costs for ¢ach 
vessel shall be multiplied by the base nonth Labor Index, 
and the product «hereof shall be. divided ae the Labor Index 
Goo that monthly eriod commencing after the delivery date 
then set forth in Section H for such vessel to be delivered 
under the contract the above product shali be divided b 
the Labor Index for the month yY period of the aforesai 
contract delovery date or b the Labor Index for that 
monthly period, whichever is the lesser; rovided, further 
that in the event thereafter such contract delivery dats 
extended for reasons of Government Ee Sponrsipl. lat 
excusable delay, the compensation adjustment for each 
or such extention shall pe recompute 6m zhe basis 0 
Labor Index for such month. Tee sesult Sf each comput 
for each vessel shall be expressed in dollars and cents 


(3) The amounts of the results of (1) and. (2) above, for 
Seen vessel, and the amount of the 25% of indirect costs for 
each vessel certified on the monthly statement which are not 
subject to adjustment shall be added, and the sum shall 
ee tute the "Base Cost" for such vessel for that monthly 
pee icd. 


; qo), te Base Cost for ¢ach vessel for the monthly veriod 
involved shall be subtraczced from the monthly costs of such 
vessel and the resulting difference (plus or minus). shall 
@eomstituce the amount of the adjustment in compensation for 
the monthly period involved for each vessel provided, 
however, that no adjustment in ccmpensation shafl be made in 
the event that the cumulative sum of the Base Costs of all 
vessels for all. preceding months exceeds the eens Price 
emem Set LOrth in the conzract: provided, further, hat 20 


the event the Ceiling Price thereafter is increased 
adjustment in compensation shall be made for each month that 
the cumulative sum of the Base Costs of all months preceding 
such month does not exceed such increased Ceiling Price. 


- 
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(5) The. amount of the adjustment in compensation, fo 
each vessel determined as above, (DiS Cr minus), shall b 
set forth in a Supplemental Aqreement, to this contract 
which also shall set forth, the Computations upon which th 
adjustment in compensation is based. 


1e 
= 


ts 


{8) In the event that the amount shown in a y 
Supplemental Agreement pursuant to SEIS aUse Sa oe (2) ( 
above is a minus figure, such amount shall be deducted from 
any invoice(s) Se Gre £Or payment undsr any provision of 
ee Sen EEect until such amount has been offset or recouped 
cull. 


1,3 


(f) Fayment of Compensation Adjustment 


_. Payments of amounts _of compensation a 
this Article shall be made monthly, after. 
verification of the information and calculat:i 
+he eae: CRS b tT Sa (d), and (e) above, and after execution 
of the upplemental Agreemen= pursuant = Suebereguas (<) 
Me above, and upon submission of proper invoices by «he 
entractor, subject to any adjustments pursuant Ee. 
pees ag raps (d) (2), (d) (3), and (e) (5), as applicable; 
provide that any such payment shail be deferre to the 
extent of the amount that Such payment, when added tec the 
total of all payments previous y mad2 under the contract 
(other than payménts made pursuant to ebael eieales SINT (b) and (d) 
of Article 4, "Payments! would exceed he amount of the 
moral costs. Payment of such deferred amount shall be made 
eee C ; upon submission of proper invoices by the 
ontractor, whenever such amount, or portion of such amount, 
when dded +o the total of ail payments made under the 
contract (cther «than payments made pursuant to paragraphs 
(b) and ) of Article 4, "Payments" would not exceéd the 

£ total costs. Upon delivery of the last vessel 
under this contract, any remaining deferred payments for 
compensation adjustments shall, upon submission of eee 
invoices by «he Contractor and verification thereof y =he 
Moemcract ing Off:cer, be promptly paid. 


djustment, unde 
submission an 
ons required by 


(g) Inspection of Records 


The Contractor shall ma 
mae pec=i0On by the Contracting 
representatives, in addition such books, records and 
papers otherwise required under this contract fo be 
Maintained and made available +o ths Government for 
examination, such books, records, and papers as. ney be 
2 aa PoeOb the Veta ficatson Of tne costs certified by 
the Contractor have been incurred, and (i321) for thé 
evaluation and substantiation of ae compensation adjustment 
requested under +he provisions of nis mweticle. EesOG sae. 0 
the statements of costs incurred and/or in the computation 
of ccmpensation adjustments shall be corrected promptly, and 
Peete COZTECetiON Shall be reflected in the Rext invoice 
Submitted after such correction. lycewinits of the Contracror 
=6 eeeery With any provision of this paragraph (g) shall 
constitute BEce Se grounds for the witholding of any and all 
payments under any provision of the contract until such time 
gemeene Contractor fully complies with all provisions of this 
patagraph to the satisfaction of the Contracting Officer.) 


ain and make_available for 
ficer or his duly authorized 
d 


(h) Disputes 


Any dispute azising .under this clau 
determined in accordance with provisions of 
clause of Section L. 


ct 
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APPENDIX & 
Vor> CLAUSES” FORMULA FOR ESCALATION PAYMENT 


Symbcls: 
ESC = Escalation 
L = abor. 
M = Material 
O = Overhead 7 
BLS = Bureau of Labor Statistics 
I = Index 
b = Base 
c = Current 
Formula: 


pecaecaach payments are computed by the following 
ula: 
Monthly Esc. (LMO) 


Actual Monthly Costs - Base Costs 


where, 
Monthly Costs = A+B +C 
A = “Material Cost: full actual 
GOSS; including anWaconclacto: 
withholding from vendors 
= Labor Costs: Actual paid direct 
TaAsOETCOSts 
=the oct COSTS 
anid , 
Fase Costs = UE ese + (E) (B) + (E) (BP) (Cc) + 
D = BEST ( BY yy, BLSt(c ] {Foz material) 
Bee? Be Staoy 7 BLSL £0 labor) 
P = a fraction defin in the con 
tract; (P = 90% is commonly used) 


Example: 
Let actual nonthly costs be: 


= Actual Monthly 


eee tl Costs = €£$ 500,000 
= ACtua lt Monthly 
Labor Costs = $1,000,000 
= Actual Indirect 
Costs = $ 900,000 
A+ B*+cC = Beta Nonen ly 
Cost = $2,400,000 
And Base Costs be determined by: . 
BLSI(M%) Base Period 110 
Se mm meme wwew nm = -n- = 0.0901 
BESE(M)) CUbEent Period 100 
BLSI(L) Base Period 100 
DLS SSS SS SS Se ean Peo oe 
BES £(L) “Cur EentPeriod 120 
P = 904% 
(1 - P) = 10% 





Then escalation recovery is given by: 
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APPENDIX F 
SoNeooo GLAss CLAUSE (CURRENT) 


COMPENSATION ADJUSTMENTS (LABOR AND MATERIAL) 


(a) General 


(1} The contract prices agreed to by the parties reflect 
the price levels of the base periods identified in paragraph 
(d) below. Peames An eotempacca that the Contractoz’s actual 
costs may vary from the price levels of the base periods and 
the parties desire to Be ee for adjustment to compensation 
Bem reflect such variations. However, regardless of the 
actual variations in the costs experienced during the period 
of performance adjustments in compensation because of such 
variations shall be computed and effected in accordance with 
the procedures specified herein. 


_ (2) Except as hereinafter provided in paragraph (¢) (3) 
adjustments in compensation shall be made in réspect of eac 
individual vessel for each monthly SEE Se COLES ae Januar 
1980 and ending With the monthly period in which the actua 
deliver of “the last vessel to be delivered under the 
contra occurs or the monthly period in which the "Post 
Delivery Date" (see paragraph (4) (3) below) of the last 
vessel occurs, whichever is later. For the purpose of this 
clause, a "montaly ericd™ of "monthly, perio mavedvedq 
shall mean the contractor's normal accounting month. 


(3), The ("Post Delivery Date" for the purpose. of th 
clause is defined as a date eight (8) NON=nS ateer ja 
contract delivery date of the applicable vessel set forth 
Section H, “Deliveries or Performance", 


as 
he 
in 


(b) FEricing of Changes 


(1) The costs subject to adjustment under this clause 
Mimervude the costs of pérformance of changes or other work 
Or which the contract price is subject to equitable 
adjustment pursuant to the "Changes" clause or pursuant to 
Sees DrOvisiens of the contract. Accordingly, equitadle 
adjustments to the contract price shall be determined on the 
Dasis of actual and/or projected direct material costs, 
Geeeece Labor cos=s and indirect costs de-escalated to prices 
levels of the base pericds identified in peragraph (4d) 
DorLOW. The method of de-escalation shall be the same as 
that set forth in paragraph (e) for determining compensation 
adjustments and base costs. 

(2) In the event and to the extent that work authorized 
mace the “Changes” clause tesults or will result in costs 
being incurred with respect “59 a vessel after the monthl 
pericd commencing subsequent to the Post Delivery Date o 
such vessel (or, in the case of the las* vessel to be 
delivered, the monthly, period commencing subsequent to +he 
actual delivery date if such date occurs after the Post 
Delivery Date), the equitable adjustment for. such change 
Shall take account of such costs at their estimated actual 
value(s) rather «han at the base period value(s) Sov adeq 
for in paragraph (b) (1 above. he costs included in the 
aforementioned equitable adjus«ment(s) shall be adjusted to 
preclude payment of any costs reimbursed under this clause. 


(c) Cost Subject to Compensation Adjustmen+ 
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tal allowabls 


1) For the purpose of this clause £6 
ye the } : be subject <=o 


~ 
eosts iin Following categories shal 
monthly compensation adjustment: 


he 
IL 


a Selected eee ae benefits 
(ona 1 © 


oe een GiGos eS) = 
2 State andwrederal Workmen's Compensation 
foe ce costs) 
3 nemoloyment Compensa tion 
(fd sees COSts) 
4 Disability (andirect reas | 
5) Federally Mandated National Health Progran 
indirect costs 
6 ederally Mandated changes *o hours of work 
per week or per day and changes to the pay- 
ment of overtime (indirect and direct costs) 
Db Selected energy costs (indirect costs) 
V) ec esc ty 
2 Fuel oils 
1) Bunker C {N9- 6) 
13) Diesel 260 (No. 2 by gallon and drum) 
3 oke 
4 Coal 
c One hundred percent of the imputed cost of 
Paci ea es Capotal (ind? rect cos<s) 
d Ninety-five percent of indirect costs other than 
indaseect Costs in (c) (1) a, De and c above 
e One hundred percent ot direct labor costs 
f One hundred percent of direct material costs 
2 Within 30 days_after the end_of each monthl eau 
men cespect to each Yaatvidual vessel, the Sone aa 2 Sana 
Submit to the Governmen: (i) a_certified statement of the 
costs incurred for that vesse Gitangerh2as  mMmoOnehly period 


(monthly costs) and (ii). a certified statement of the total 
cumulative costs incurred for that vessal from «he effective 
date of the contract to the end of that monthly period 
(total costs). .. The statement of monthly costs shall 
separately identify the direct material costs Ehe vauaees 
[eoor costs and the indirect costs. Wit respect to 
indirect costs, the statement of monthly costs shall state 
separately from all other indirect. costs (i) the monthly 
incurred selected employee benefit GIses of ‘the BYS 
identified in paragraph (c)(1)a above, (i:),. the monthly 
mmeurred selected energy costs of the type identified in 
paraaqraph rent) 2 above, (23) the monthlyimputed cost of 
acilities capital allocated to the vessel involved, and 
Mave eho hinety-five percent df indirect costs subject to 
compensation adjustment. 


a The He ea Ey selected employee benefit costs. for «he 
vessel involved shall be the product obtained by multiplying 
the yard-wide total selected employee benefit costs of the 
ae identified in paragraph (ch (aha above by the amount of 
total overhead dollars, exemudindache imputed cost of 
facilities capital, allocated to each vessel for the monthly 
period involved and the product shall be divided by yard- 
wide total overhead dollars, exilcuding. the imputed COStHOr 
facilities capital, for the monthly period involved. b The 
monthly incurred selected ee costs for. the vessel 
involved shall be the product obtained oe multiplying the 
yard-wide total selecte energy costs Sey tne type identified 
nL fee oes (Cc) {1)b above by the amount of general overhead 
Mertats, excluding the imputed cost of facilities capital, 
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allocated to each vessel for th 
the preduct shall be divided b 
overhead dollars, excluding th 
for the monthly period involved. 


ee ee ee involved and 
Tne =e yard-wide. dene ea 
imputed cost of faci 


(DKS (D 


Lt Les 


(3) For the prupose of this clause: 


(Vee DITectmmacret alscosts", "direct labor costs", and 

"indirect costs" shall have the’ meaning se+ forth in Section 
XV of the Defense Acquisition Regulation in Seeectmon = he 
Preective date of this ccntract. 


SS i costs" ang Nt Ota 1 costs" SE include only 
Ss" wat 


Ning trrs cos and eth costs" as ose terms ar 
fined in bated a oe (a) (212) of the ee entitied 
at "“SZncurred costs" for material shail 


Na yuent s" “except 

include the full amounts of all billings received fron 
vendors during the monthly period involved irrespective of 
whether the contractor has paid THe curl ~aneurt of Such 
billings. BUeoenet, sen €nis Con=ract, the imputed cost of 
ca ies capital shall be treated as an “incurred indirect 
cos 


al The costs identified in Sane useless she (Cc) Shall be 
subject to audit and inspection Conrraceing Of fi cer 
in accordance with +he previsions oe: forth in paragraph (h) 
of the clause entitled Payments". 
(d) Cost Indices 

s ede as Pee fits compensatio d tment 
shait’ he BSe SSS Sata aaee in the monzhly averag heat y cost 
of these benefits. Or ane month involved,’ the ae oe 
hourly cost of the benefits listed in (c)(1)a above shall be 
determined by eee the total costs recor ded (ancliuidaac 
adjustments made at he endof the accounting year and 
included in the calculations for the month of December oly 
Bae peuec Cc tOL!S accounts for the items listed in (c)(1)a 
above oe PimMaCr a mmnoh Aliect and gamdirect labor ours 
@aeeged tO all product lines and to plant under construction 
accounts and the result shall ba carried to the same number 
of decimal places as the index value for the base period as 


Shown in paragraph (d) (8) below. 


(2) Selected ener costs compensation adjustments shall 
be pesed on the coliowing : s 


a Pees 3 a eee Bue Oil compensation adjustments 
shall be based ngs in, the average mon*=hiy unit values 
ae =hose eee Sane ly unit values for slec* ElCicy Gosvus 
and fuel oil costs listed in (c) (1)b above shall be computed 
by dividing yhe sotal usage amount of each such energy cost 
element during ee oe muon hi y Mer Odemcor the Contractor's 
entire yard into tota purchase easy Di Iled to “he 
@entractor for che. ooea usage amount of each such energy 
cost element andthe result shall be carried to the same 
number of decimal places as the index values for ‘the base 
pericds as shewn in SEPSIS ee, below. Average monthl 

unit values are the indices Oise computing electricity. an 

fuel oil compensation adjustments under paragraph (¢) below. 


(b) Coke and. coal compensation adjus* “owe rS, oun 
paragraph (é below Shall b= based on changes Sof 
folléwing wholesale price indices STP LIS oe monthly by 
Bureau of Labor Statistics (BLS): Coke shall be base 
pode 052, Coke (Foundry By- product) , and coal on Code 
oal. 
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(3) .Compensation adjustments under, paragraoh (e) below 
aoe the imputed | cost Gf facilities capital; Po OeCE CENT 168 


indirect costs other than indirect costs in (c)(1)a, b, and 
c abcve; and direct labor costs shall be based on changes ale) 
mics Indgiees> ©f Change in Straight-Tine de See le ourl 
Earnings EOL Selected eae Ss fom Stee Vesse 


Boenstruction and All Regions" f 
sometimes called the "Labor In 


Shy a aes 1980 = 100) (herein 
x 
Sea Systems Command by the BLS. 


furnished +o the Naval 


(4) AGU Me ees in, compensation under JE asec eu ( 
below for irect material costs shall be base Om t 
Changes in the “Index for Stesl Vessel contracts" (ae 
moo) =—sis CRO Fe sometines cailed the Wale ie = sari ndex 
furnished to the Naval Sea Systens Cemmand by the BLS. 


(5) ra +he event that any of the Spec tae indices for 
the monthly eriod involved are unavailable to the 
Seneractor at =ne close of that OBER LY He sete compensation 
adjustments pursuant to this clause shall be based upon the 
average of monthly changes in the applicable indices for the 
Bae Yous four (4) months for which indices are available 

he average of changes so calculated shall be added to the 

applicable index for the immediately pecccor as TON Hoy 
pericd andthe sum shall constitutue the index for the 
monthly period involved. When the applicable index for «he 
monthly period involved has been made available, the 
compensation adjustment for that monthly eriod shall be 
recomputed on the basis of such index, and™@any 2dd221onal 
payment to or repayment by the contractor required by such 
recomputation for that monthly period shall be reflected in 
any invoice(s) | thereafter submitted for Payment under any 
PeoVision of this contract until such amount has been paid, 
@erset or recouped in full. 


(6) In the event that any of the SE eee eee indices for 
any Ease period or any monthly period differs from the index 
previously available for that pericd, he compensation 
adjustment for the applicalble monthly period(s) shall be 
recomputed on the basis of such revised index and any 
Seasat2Onal payment *c or repayment by the_ contractor 
required by such recomputation for that monthly period (s) 


shall be reflected in any invoice(s) | submitted thereafter 
for payment under any provision of this contract until such 
amount has been paid, offset or recouped in full. 


(7) . The contractor shall. be resvonsible for the 
Seereulac-Ons involving the indices provided for in this 
eee ayep oy and said calculations shall be subject <*o 
weatfication by the Government. 

_ (8) For _*he purpose Oe Se Mg ere _compensation 
adjustments under this. clauses Bem foltOoWwi NG. ace ihe 
applicable base period index va Lues (subject to adjustment 
as specified in paragraph (d) (6) above): 

a) Base Index 
Dea sece. Dt LON Period Value 
Selected employee benefits costs 1980 fe fhour 


Selected energy costs: 


mleGe baclt Sep 1980 $.04116 /KWH 
Bunker € (No. 6) Sep to30 ef. 203 10) 7gad. 
Diesel 26 Nice 2) Sep 1980 £.90687 Ge 
Diesel 260 (No. 2, drum) Sep 1980 $80.44 /35gal. 
Ccke Sep 1950 430.6 





Ccal Sep 1980 u72.1 


Gost of faci +2¢ies Capital ; 


25%, of in so Ache: than 
mudtseetcosts in (c a an 
c above; and direct WNeoaecee Sep 1980 100.0 


Direct material cost Sep 1980 PIES, 


* Index value for selected employee benefit costs is_deter- 
mined by dividing the base year total selected employee 
benefit costs by the base ees total labor hours (direct 
and indirect) charged to all product lines and to Plant 
Onder Construction accounts. 


(e) Computation of Compensation Adjustment and Base Cost 


— (1) For the (purpose of computing compensation 
adjustments under this clause the following computations 
shall be used for all the categories of cost specified in 
paragraph (c) (1). 


a For_each monthly period BEINN oe DEVOr co, e ne Post 
Delivery Date of a vessel, *he amount of the applicable 
ol Selb of cost for such vessel certified on the statement 
or mcnthly costs for that monthiy period shall be nultiplied 
by the difference between the value of the qe calle index 
for that monthly period and the result, the compensation 
adjustment for *he applicable edOny S£ cost, shall be 
expressed to the nearest dollar. The calculation is as 
follcws: 

Gurr ent Base Sieon t 

Month =aeeeerlod) xX Month 

Index Index Cos S Compensation 
Curren. gyonth Index Aijustment 


b For each monthly veriod commencing {3} Subsequent to 
the Post Deel « Date of a vessel and (it DELOr.) cOmeue 
@st or actual elivery date of the last vessel to ob 
elivered under «he contract (whichever date is later), 2 
value of the applicable index for the monthly per-od Of ean 
Post SEED tf ate of the vess?1l involved or the value o 
the applicaible index for the monthly eriod involved, 
whichever value is the lesser, shall be the value used ina 
the computation in (e)(1)a above as the Current Month Index 

to calculate *the compensation adjustment. 


ct ct 
rho (oO 


Seomermencs event and to the extent chat the contract 
delivery date for a vessel is .subsequently extended for 
reascns of governmnet responsibility or excusable delay, the 
Post Delivery Date for. such vessel shall be deemed to be 
eeeended On a day-for-day basis and if as a result, _the 
Post eae y Date is exténded sep the monthly period (s) 
involved shall _be recomputed on the basis of the value of 
the applicable index for “the monthly period(s) involved. 
qd For any_monthly period commencing. subsequent. to «he 
ost or actual delivery ate of the last vessel to be 
elivered under the contract, whichever date is the later, 
there shall be no compensation adjustment. 

(2 For the urpose of computin Base Cost the 
Eeiicwing shall apply: ; ag a : 
@a For each monthly period commencing prior to the OSt OF 


actual delivery date of the last vessel +o be delivered 
under the COneract, whichever date 1s later the 
compensation adjustments computed under (2)(1) above for all 
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Gategories of cost fon.each eee Spall be totaled and 
Slliptracted fremm@fotal Monthly Cost or such vessel for that 
monthly period. 


(3) No adjustment in compensation under this. c¢lause 
shall be made or any monthly period for any vessel in the 
event that the cumulative sum of the Base Costs for all 
vessels for all preceding monthly periods exceeds. the 
feeling Price then set forth in this contract; provided, 
further, that in the event “the Ceiling Price thereafter is 
ouenreased, by modification to this centract, adjustment in 
compensation under this clause shall be made for each 
monthly pericd that the cumulative sum of the Base Costs for 
all vessels for all preceding. nonthly periods does not 
exceed such increased Ceiling Price. 


(4) .The mount 3f #he adjustment in compensation mor 
each individual vesse determined as above (plis or minus) 
shall be set forth separately in a eee aL Agreement *o 
ome s COoncract, which also shall set forth, the computation 
upon which each adjustment in compensation is based. 


{2) In «he event that any amount shown in 
Supplemental Agreement pursuant to SUCRE ogra Soe 2 
respect +o a vessel is a minus figure such amount shail b 
deducted from any invoice(s) ore sented for payment under an 
provision of this contract until such amount has been offse 
or recouped in full. 


any 
ni 
- 
t 


} Payment of Compensation Adjustment, Payments of 
amounts of “compensation adjustment tnder this clause shall 
be made for each vessel on the basis of monthly periods. 
Except as mOvVaged in sure ane h ee _ below, 
compensation adjustment payments shall be made provisionally 
on a biweekly asis as set torth in (ff) (2). below and then 
adjusted on a monthly basis as set forth in (£) (1) below. 
For the aDO=e Of th2=s parag=aph (£): a weekly period is 
Mme Contractor's normal accounting week, and a biweekly 
pericd is two consecutive weekly periods. 

(1) After executicn of the Se ee Agreement 
Pursuant to subparagraph (¢) (4), of this clause in respect 


of a monthly reriod, and upon submission of proper invoices, 
the contracxor shall be paid or_ there shall be deducted for 
each vessel the amount set forth in such Supplemental 
Agreement, less the sum cf she amounts of the provisional 
compensation adjustments paid or payable on account of such 
vessel Pee ne SOc) DSeCLOV) fOr baweekly periods, OF any 
weeks of biweekly periods, falling in tha monthly period +o 
mech the see enc ntal Agreement applies. Each Supplemental 
Agreement shall set LOE eh a biweekly BEOV1 S=Oma 
compensation adjustment amount for each vessel for the 
purpose of making provisional compensation. adjustment 
payments pursuant tO subparagraph (f) (2) below for Bbiweekl 
OO teenete endin after execution Gf such Supplementa 

reement until the next Supplamental Agreement is executed. 
The kiweekly provisional compensation adjustment amount for 
each vessel shall be determined by dividing the amount of 
the compensation adjustment for the monthly period involved 
set forth in the Supplemental Agreement for each vessei b 
the number of weekly periods in “the monthly period to whic 
the Supplemental Agreement applies. The guotient Shall then 
be multiplied by two. and the product shall be the biweekly 
provisional compensation adjustment amount. 


Tf) 





( At +he, end of ever y biweekly Persod « oe Submission 
Be Drovers invoreecs,| the contractor shall be fawon saeCcOun. 
of each vessel _+*he pce, provisiona compensation 
adjustment set Moreh 2h rhe most recently executed 
Supplemental Agreement. 


(3). Any payne De under ee ops (£) (2) above shall be 
deferred to the extent that _ the amount of such payment, when 
added to. the total of all payments previously paid or 
payakle with respect to such vessel under this clause and 
the "Payments" clause (other than Poubeee S made pursuant +o 
Baca c (9) of the "Payments" clause), would exceed the 
total cost iieedee2Onsewnilch are then applicable to. that 
vessel under the terms of paragraphs (a) iy. ey. (3), and 
(4 of the "Payments" clause. Deferre payments of 
compensation adjustments shall be paid upon submission of 
subsequent invoices Soecrzted DY the Contractor on the 
relatéd invoice to fave been incurred DYSON PeEroOnianes 
of werk on such vessel, whenever such paynent, when added +o 
me tote lof al? ae es reviously mai2 with respect to 
such vessel under his clause and the "Payments" clause 
(other than payments made pursuant to paragraph (9) of the 
"Dayments" clause) would not exceed fhe bOea.)  COse 
limitations which are then applicable to that vess2l undér 
the terms of Rega DES (ay (if, (2), (3), and (4) 

Poe alevowable cost (as that tern 
defined in. this ¢lause). After the close of the month 
Peg during which the last delivered vessel is actual 

elivered remaining deferred payments for compvensati 
adjustment Shall, upon. submission of proper invoices by ¢t 
Somerdecror and uwpon verification thereof by the Contracti 
Officer, be fromptly paid. 


O 
rh 
ct 
ae 
wo 


"Payments" clause 0 


(4) The Government agrees that any request for approval 
to make progress payments more fre udntiy shan once See y 
two weeks will include a request O© Similar approval o 

more frequent compensation adjustment payments. Upon 
ype ovat y cognizant Government authority, this vrovision 
she i be. modified accordingly without additional 
consideration by the Contractor to the Government fer such 
Mea2tications. 


; (g) Separate Reimbursenent. No adjustment, shall be made 
iene Gmc OSt, Target Profit, Target Price or Ceiling 
Price on.account of upwards or. downwards adjustments in 
compénsation made in accordance with Seis eae ey) Ci eens 
clause, and hence said adjustments wil @ paid separately 
and are outside the PoceNer Ve Prige revision. formula 
provided for in the clause hereof entitled "Incentive Price 
mov Scion (Flim Target)". 

{hy Disputes. Any dispute arising under ‘*his clause 
Shall be determined in accordance with and subject to the 
Beovistons Of the "Disputes" clause of the contract. 
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